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Liquidations and Capital Gain 


By MIcHAEL Kurz* 


NINCE the promulgation of Regulations 65 
under the Revenue Act of 1924, any concern as 
to whether the Treasury Department intended 

to extend the benefit of the capital gain limitations 
to the gain resulting from a liquidating dividend 
has been set at rest. Article 1545 of these regula- 
— entitled “Distributions in Liquidation,” pro- 
vides: 


Any gain to the shareholder may, at his option, be taxed 
as a capital net gain.in the manner and subject to the con- 
ditions prescribed in section 208. 


The regulations discreetly and sympathetically 
make no mention of how 


the more common phenome- 
non of loss experienced at 
such distributions will be 
treated, and a brief mention 
of this part of the subject 
will accordingly be deferred 
to a later part of this article. 

This ruling is based pri- 
marily upon Section 201 (c) 
of the Revenue Act of 1924, 
which deals with distribu- 
tions in complete or partial 
liquidation of a corporation. 
The law provides that 
amounts so distributed shall 
be treated as in “payment in 
exchange for the stock.” 
The law further provides 
that the amount of gain or 
loss to the distributee shall be determined under 
Section 202 (which deals with the determination of 
amount of gain or loss from the sale, exchange or 
other disposition of property) and that the amount 
so determined shall be recognized only to the ex- 
tent provided in Section 203 (which deals with 
recognition of gain or loss from sales and ex- 
changes). After these provisions, it is but a short 
step to Section 208, which provides for the special 
treatment of gains or losses from the “sale or ex- 
change” or capital assets. It does not require much 
argument to prove that shares of stock are capital 
assets if held more than two years by any individual 


a corporation. 





*Of the New York Bar and Certified Public Accountant of the 
State of New York. 


HE reversion of the Act of 1024, as it 
applies to distributions in liquidation, to 
the principles followed under the Act of 1918 
has raised new questions of interpretation of 
the intent of the law with respect to condi- 
tions not specifically provided for. 
One of the questions unanswered either in 
the new law itself or Regulations 65 is on 


what basis allowance is to be made for a loss 
incurred by a stockholder upon dissolution of 


If stock held for more than 
two years is involved, will the deduction be 
limited to 12% per cent? 
questions relating to provisions of the Act of 
1924 that are applicable to liquidation dis- 
tributions are discussed in this article. 
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not engaged primarily in buying and selling them 
in the course of his trade or business. 

A summary of the Treasury Department’s posi- 
tion under the 1924 Act would seem to be, there- 
fore, that a liquidating distribution does not differ 
from a sale or exchange of property, so far as the 
distributee is concerned; that the amount of gain 
or loss and the computation of tax are subject to 
the same provisions and rules, conditions and ex- 
ceptions as other sales or exchanges of property. 
This brings us, apparently, back to the normalcy 
of 1918 and prior. In fact, 
except for the brief interlude 
of the operation of the 1921 
Act, the Treasury Depart- 
ment’s position under all of 
the Revenue Acts has been 
consistently that indicated 
above. That is, a_stock- 
holder receiving a liquidat- 
ing dividend is obliged to 
determine his gain as if he 
disposed of his stock, receiv- 
ing as the consideration the 
paid-in capital, and the sur- 
plus, if any, of the corpora- 
tion. The stockholder sells or 
exchanges his stock; it is a 
closed transaction. The 
gain so determined is sub- 
ject to both normal and sur- 
tax, and, if the conditions are met, comes under 
capital gain limitations of Section 208, at the option 
of the stockholder. This option is valuable and in 
many cases will yield substantial relief to stock- 
holders whose income reaches the higher surtax 
brackets. 

As a matter of fact, however, the informed and 
prudent stockholder may have another option par- 
ticularly in cases of closely held corporations. If 
the exemption from normal tax is of greater benefit 
to him than the 12% per cent limitation, he may 
cause to be declared immediately prior to liquida- 
tion a dividend of the surplus or of so much as will 
bring him that benefit, and then a distribution of 
the rest in liquidation. He may even arrange to 


This and other 
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receive a dividend of the entire surplus, exempt 
from normal tax, and perhaps take a loss on the 
final distribution. 


If a corporation distributee is not permitted for 
any reason to file a consolidated return, it will make 
a 12% per cent difference in tax whether its gain 
is received as a dividend or as a payment in ex- 
change for the stock, the latter being taxable while 
the former is not. 


If a liquidating corporation has by prior declara- 
tions distributed all of its earnings or profits accu- 
mulated since February 28, 1913, and still has a 
substantial surplus at liquidation, it may make a 
12% per cent difference in tax to the stockholders 
whether the surplus or increase in value prior to 
March 1, 1913, is distributed prior to liquidation or 
at liquidation. 

It is clearly unfair and unreasonable that such 
discrepancies and discriminations in the application 
of the statute should result from a slight difference 
in the form of procedure. It is probably correct 
to say that if the Revenue Acts intended this re- 
sult, then Congress shared the Treasury Depart- 
ment’s misconception of the true nature and effect 
of a distribution in liquidation, and that it is this 
misunderstanding that accounts for the changes 
of policy, the uncertainties, the inconsistencies and 
the resulting needless complexity that have at- 
tended the rulings on this subject in the adminis- 
tration of the successive revenue acts. 


Analysis of Liquidating Dividends 


The essential nature of the liquidating dividend, 
the characteristic that distinguishes it from all 
other distributions by a corporation, is that paid-in 
capital is being returned as paid-in capital to the 
stockholders. The permanent ownership fund, the 
impounded investment, is being made liquid and 
released. If any part of the distribution is paid-in 
capital, it is a liquidating distribution. It does not 
matter whether all the paid-in capital is returned; 
it does not matter whether more than the paid-in 
capital is returned. The single and ultimate test is 
whether any paid-in capital is being distributed. If 
the answer is affirmative, it is a liquidating distri- 
bution ; if the answer is negative, it is not a liquidat- 
ing distribution. If some of the paid-in capital 
is returned, it is a partial liquidation. If all the 
paid-in capital is returned, it is a complete liquida- 
tion. 

If a corporation liquidates completely and fails 
to return all the paid-in capital, it is because there 
was a deficit at liquidation. If a corporation liqui- 
dates completely and returns more than the paid-in 
capital, it is because there was a surplus at liquida- 
tion. It is not the payment of this surplus that 
makes the distribution a liquidating distribution. 
It should, therefore, make no difference whether the 
surplus is distributed before or at the final distribu- 
tion. Its nature is unchanged in fact. It should 
remain unchanged in income tax practice. The 
mere fact of finality is immaterial; the mere fact 
of its being coupled with a payment of paid-in 
capital is equally so; and this result does not 
depend upon whether or not the distributee stock- 
holder was the original stockholder who paid in 
the capital. 
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Observe what happens today. Just before the 
declaration of the final dividend, the surplus is a 
normal commonplace surplus, made up of the usual 
constituents or sources, such as earnings or profits 
accumulated since February 28, 1913, earnings 
or profits accumulated prior to March 1, 1913, and 
perhaps increase in value of property accrued prior 
to March 1, 1913. But, let the liquidating divi- 
dend be declared, and the surplus becomes changed 
completely; it fuses with the paid-in capital and 
the new compound is neither surplus nor paid-in 
capital; it is “payment-in-exchange-for-the-stock,” 
with entirely new and formidable characteristics. 
Just why this queer result should take place, what 
force there is in the directors’ utterance, it is hard 
to say. Observe that the directors could meet one 
day and declare an ordinary dividend of the entire 
surplus and on the next day meet again and return 
the capital paid-in; they could meet on the same day 
and by separate resolutions do this; they might 
even in the same resolution, but in separate para- 
graphs or sentences declare a normal dividend and 
then pay out capital. In all these cases, there is no 
chemical combination and no loss of identity, even 
if both distributions are made payable at one and 
the same time. Peculiarly enough, the directors 
may not even be aware of the latent power of their 
language, and the inherent virtue of one paragraph 
instead of two. They may believe that by their 
final declaration they are distributing earnings, 
profits, increase in value, as well as paid-in capital. 
Vain hope! Congress, better versed in the chem- 
istry of corporate metabolism, has already labeled 
the product. See Section 201 (c) in the Revenue 
Acts of 1918 and 1924. By what authority, it is 
equally hard to say—but it is also academic to 
argue, for who would not prefer an extra paragraph 
to a lawsuit? 

The trouble so far has been that the Treasury 
Department, taking (or rather mistaking) its cue 
from the case of Lynch v. Turrish, 247 U. S. 221, has 
over-emphasized the “single and final” character 
of the payment, and paid no attention to its true 
nature. It would not do violence either to the let- 
ter or to the spirit of any of the Revenue Acts down 
to the 1924 Act if proper effect were given to distri- 
butions in liquidation. Conceding the amount of 
the dividend to be a payment in exchange for the 
stock, the determination of the gain and of the 
extent to which such gain should be recognized 
could be made in the usual way. The resulting 
figure for taxable gain should be considered first 
as a distribution by a corporation subject to the 
priorities and conditions given in Secton 201, that 
is, out of sources in the following order: (1) earn- 
ings or profits accumulated since February 28, 1913, 
(2) earnings or profits accumulated or increase in 
value of property accrued prior to March 1, 1913, 
(3) paid-in capital. Then at the option of the tax- 
payer, the same figure should be considered a cap- 
ital net gain, subject, of course, to the conditions 
imposed by Section 208. This construction would 
give effect to all sections of the law; it would read 
them in harmony with each other and in consonance 
with the substance of the transaction; it would 
make for more uniform and consistent application 
to all taxpayers. 

(Continued on page 75) 
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Corporations Which Are Subject 
to a Punitive ‘Tax Rate 


By CHar.Les H. Woop* 


ROBABLY no other provision of the Revenue 
P Act of 1924 has aroused more interest among 

the officers and stockholders of corporations 
than Section 220, assessing a tax of 50 per cent on 
the net income of corporations formed or availed of 
for the purpose of preventing the imposition of the 
surtax on its stockholders through the medium of 
permitting its profits to accumulate instead of being 
distributed. Certain corporations, by their very 
character, are declared by 
the statute’ to furnish prima 
facie evidence of a purpose 
to escape the surtax. The 
provision is much more dras- 
tic than those of prior acts 
relating to this subject, and 
many corporations are in a 
quandary as to what part, if 
any, of their earnings may 
be lawfully withheld from 
distribution and added to 
surplus. 


Former Acts Compared 


The Acts of 1913, 1916, 
and 1917 provided for an 
additional tax on the taxable 
income of an individual, in- 
cluding the share to which 
he would be entitled of the 
profits if distributed of cor- 
porations formed or fraudulently availed of for the 
purpose of preventing the imposition of the income 
tax on the individual.- This recognized the indi- 
vidual as the one forming the purpose and the addi- 
tional tax was laid on him. It was considered 
doubtful, however, whether a tax might constitu- 
tionally be laid on an individual for income which 
he had not received, and the Act of 1921 laid the 
additional tax on the corporation, although the 
“purpose” causing its imposition was the purpose 
of the stockholders as before. The Act provided 
that the Commissioner might tax the stockholders 
as if they were partners, upon their agreement. 
There was in the 1921 Act a provision similar to 





*Of the Chicago Bar. 


1Section 220 of the Revenue Act of 1924 is as follows: 

“(a) If any corporation, however created or organized, is formed 
or availed of for the purpose of preventing the imposition of the surtax 
upon its shareholders through the medium of permitting its gains and 
profits to accumulate instead of being divided or distributed, there 
shall be levied, collected, and paid for each taxable year upon the 
net income of such corporation a tax equal to 50 per centum of the 
amount thereof, which shall be in addition to the tax imposed by section 
230 of this title and shall (except as provided in subdivision (d) of 
this section) be computed, collected, and paid upon the same basis 
and in the same manner and subject to the same provisions of law, 
including penalties, as that tax. 

“(b) The fact that any corporation is a mere holding or investment 


T is generally recognized that in levying 

one scale of income tax rates on corporations 
and another on individuals formidable obsta- 
cles have been set up against a uniform applica- 
tion of the higher tax rates. A different theory 
of taxation underlies the rates for each of these 
kinds of taxpayers and yet the corporation and 
the individual in fact sometimes become identi- 
cal. The Board of Tax Appeals has recently 
held that the corporation and its ownership will 
be regarded for tax purposes as separate iden- 
tities even where all of the stock is owned by a 
single individual. This conception and the ex- 
clusion of stock dividends from taxable income 
have made corrective legislation exceedingly 
difficult. Congress has, nevertheless, attempted 
to forestall tax avoidance through incorpora- 
tion. The nature and some of the effects of the 
restrictions are discussed in this article. 





that contained in subdivision (b) of Section 220 of 
the 1924 Act except that investment companies 
were not specifically included and the statute con- 
tinued, “but the fact that the gains and profits are 
in any case permitted to accumulate and become 
surplus shall not be construed as evidence of a 
purpose to escape the tax in such case unless the 
Commissioner certifies that in his opinion such 
accumulation is unreasonable for the purpose of the 
business.” The 1924 Act lays 
the additional tax on the cor- 
poration, if the purpose of 
the stockholders be present, 
without permission to the 
Commissioner to tax them 
as partners, and the prima 
facie evidence exists without 
the certificate of the Com- 
missioner. 

Treasury Decision 2135 
declared that the Act of 
October 3, 1913, imposed no 
duty on the taxpayer to 
ascertain his distributive in- 
terest in the undivided sur- 
plus of corporations for the 
purpose of making return of 
the amount, in addition to 
the amount of dividends de- 
clared on his stock, unless 
the Secretary of the Treas- 
ury had certified that, in his 
opinion, such accumulation 
was unreasonable for the purposes of the business. 
Under the present law, he must ascertain such dis- 
tributive interest if he would take steps to prevent 
the possibility of such additional tax being assessed 
against his corporation. 

Under the former law, if the stockholders were 
permitted to, and did, exercise the option of being 
taxed as partners, it was assumed that this tax was 
in lieu of any further taxation upon them on a 
subsequent distribution, and that this election 
would be taken advantage of in nearly every case. 
There seems to be no reason for assuming that the 
new 50 per cent tax upon the corporation under the 
1924 statute will represent any credit to the stock- 


company, or that the gains or profits are permitted to accumulate 
beyond the reasonable needs of the business, shall be prima facie evi- 
dence of a purpose to escape the surtax. 

“(c) When requested by the Commissioner, or any collector, every 
corporation shall forward to him a correct statement of such gains and 
profits and the names and addresses of the individuals or shareholders 
who would be entitled to the same if divided or distributed, and of the 
amounts that would be payable to each. 


“(d) As used in this section the term ‘net income’ means the net 
income as defined in section 232, increased by the sum of the amount 
of the deduction allowed under paragraph (6) of subdivision (a) of 
section 234, and the amount of the interest on obligations of the United 
States issued after September 1, 1917, which would be subject to tax 
in whole or in part in the hands of an individual owner.” 
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holders upon subsequent distribution, so that the 
remaining accumulated profits would be subject to 
surtax when distributed. 


Income Subject to the Tax 


Article 351 of Regulations 65 provides that if a 
domestic or foreign corporation is formed or availed 
of for the purpose specified after January 1, 1924, it 
is subject to the 50 per cent tax upon its net income 
in addition to the ordinary tax imposed. 

O. D. 188, I. C. B. 182, stated that Section 220 of 
the Revenue Act of 1918 applied only to income of 
1918 and subsequent years, and could not be utilized 
to force a distribution of unnecessary surplus accu- 
mulated in prior years, such accumulations being 
subject, however, to the Acts in force when such 
accumulations were made. I. T. 1572, II-1 C. B. 
139, contained a similar departmental holding as to 
the 1921 Act (substituting 1921 for 1918), but stated 
that the amount of surplus accumulated prior to 
those years became important in determining 
whether additions to surplus for years subsequent 
to 1920 were reasonable. 

This additional tax is imposed by the statute on 
the net income for the taxable year, with certain 
modifications. Subdivision (d) of Section 220 of 
the 1924 Act adds to the ordinary taxable income 
(1) amounts received as dividends and allowed as 
a deduction by Section 234 (a) (6), and (2) the 
amount of interest on United States obligations is- 
sued after September 1, 1917, which would be sub- 
ject to tax in whole or in part in the hands of an 
individual owner. This is explained in the last 
paragraph of Article 353 of the Regulations. 

If a corporation held liable to this additional tax 
had received in the taxable year profits of $800,000, 
$100,000 of which consisted of such dividends and 
interest on United States obligations as are speci- 
fied in subdivision (d), and if $400,000 had been 
distributed as dividends to its stockholders, the 
statute would levy the 50 per cent tax on the total 
$800,000 of income, in addition to the ordinary in- 
come tax imposed by Section 230 of the Act. And 
then there is nothing to indicate that the stockhold- 
ers would not be subject to the surtax upon distribu- 
tion of the remaining profits. 


Stock Dividends and Retirement of Stock 


Stock dividends do not constitute such a distribu- 
tion of profits as would remove any liability of the 
corporation under this section. They simply change 
the evidence of the stockholders’ interest in the cor- 
poration. As stated in Eisner v. Macomber, 252 U.S. 
189, 212, they take nothing from the property of 
the corporation and add nothing to that of the 
shareholder. 

O. D. 360, 2 C. B. 25, decided that a retirement of 
common stock, leaving the surplus stand, where 
the corporation had the option of distributing its 
assets with a debit either to capital stock account 
or to surplus account, would be regarded as bring- 
ing the corporation within the provisions of Section 
220 of the Act of 1918. It has been argued that this 
rule was not intended by the Department to apply 
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to the case of a corporation redeeming preferred 
stock in accordance with an option therefor. 


Income Sufficient to Form Inducement 


A stockholder must have a yearly income of $10,- 
000 before he is liable to any surtax, so that a 
person with an income of less than that, if informed, 
could have no purpose in availing himself of a cor- 
poration to prevent the imposition of the surtax. 
As to the formation of a corporation to escape the 
surtax, it should be borne in mind that a corporation 
is subject to an income tax of 1214 per cent and the 
individual’s tax (including the surtax) does not 
reach that average rate unless he has a yearly in- 
come of over $50,000. So unless he has that amount 
of income, he will not lessen his tax by investing in 
corporation stock funds which he had invested 
otherwise. 


Unreasonable Accumulations and Evidence 
of Purpose 


The question as to the unreasonable accumula- 
tion of gains or profits is one of fact, to be decided 
upon a consideration of the volume of business done 
and the principles of sound business management.’ 

The statute provides that a corporation may be 
required to furnish a statement of its gains and 
profits and the names and addresses of the individ- 
uals or shareholders who would be entitled to the 
same if distributed, and the amounts that would be 
payable to each. This provision is covered by 
Article 353 of Regulations 65, with the additional 
requirement of information as to the number of 
shares of stock held by each stockholder. That 
article further states that it is not intended to pen- 
alize reasonable accumulations of surplus for the 
needs of the business, considering all the circum- 
stances of the case; that distributions made by a 
corporation shortly after the close of its taxable 
year shall be taken into consideration in determin- 
ing the reasonableness of the amount of earnings 
and profits of the corporation retained by it for the 
year in question; that undistributed income is prop- 
erly accumulated if invested in increased inventories 
or additions to plant reasonably needed by the busi- 
ness, or if retained for necessary working capital, 
or if, in accordance with contract obligations, it is 
placed to the credit of a sinking fund for the pur- 
pose of retiring its bonds. 

“In the case of a banking institution the business 
of which is to receive and loan money, using capi- 
tal, surplus, and deposits for that purpose, undis- 
tributed income actually represented by loans or 
reasonably retained for future loans is not accumu- 
lated beyond the reasonable needs of the business. 
* * * The financial condition of the corporation at 
the close of the taxable year in question, the manner 
in which its funds are invested at that date, deter- 
mines the reasonableness of the accumulations.” 

Article 352 provides, in part: 

The business of a corporation is not merely that which 
it has previously carried on, but includes in general any 
line of business which it may legitimately undertake. 
However, a radical change of business when a consider- 


“Solicitor’s Memorandum 1117, 1 C. B. 182. 
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able surplus has been accumulated may afford evidence 
of a purpose to escape thé surtax. When one corpora- 
tion owns the stock of another corporation in the same 
or a related line of business and in effect operates the 
other corporation, the business of the latter may be 
considered in substance the business of the first cor- 
poration. Gains and profits of the first corporation 
put into the second, through the purchase of stock or 
otherwise, may therefore, if a subsidiary relationship 
is established, constitute employment of the income in 
its own busine@s. To establish that the business of 
one corporation can be regarded as including the busi- 
ness of another, it is ordinarily essential that the first 
corporation own substantially all of the stock of the 
second. Investment by a corporation of its income in 
stock and securities of another corporation is not, with- 
out anything further, to be regarded as employment of 
the income in its business*. 

The statute imposes the tax on any corporation 
formed or availed of for the purpose specified, with- 
out regard to the amount of the accumulation, sub- 
division (b) providing that the fact that the corpor- 
ation is a holder or investment company or that the 
gains or profits are permitted to accumulate beyond 
the reasonable needs of the business, shall be prima 
facie evidence of a purpose to escape the tax. In 
other words, proof of that purpose is necessary only 
in cases other than those specified in subdivision 


(b). 
Intent or Act Penalized? 


In Article 352 of Regulations 45 it is said that the 
“application of Section 220 of the statute (the 1918 
Act) depends upon the two elements of (a) purpose 
to escape the surtax and (b) unreasonable accumu- 
lation of gains and profits.” 


In Solicitor’s Memorandum 2273, II1-33-1728, it 
was stated that the profits of an investment com- 
pany which are retained solely for the purpose of 
making other investments are presumed to be held 
for the purpose of preventing the imposition of the 
surtax: and will be subject to the additional tax 
of 50 per cent, under the Act of 1924, and that if 
the earnings are distributed as dividends, they may 
be returned to the company for investment with- 
out subjecting the corporation to this tax. After 
quoting subdivision (b) of Section 220, the Solicitor 
said : 

The presumption resulting from this language does 
not apply, however, unless it also appears that the cor- 
poration in fact is “permitting its gains and profits to 
accumulate instead of being divided or distributed.” 

The Solicitor further said: 


As to other corporations, * * * there are often 
various needs of the business engaged in which must 
necessarily be provided for prior to the distribution of 
the gains and profits. In such cases no purpose to pre- 
vent the imposition of the surtax is presumed unless 
the gains and profits are permitted to accumulate be- 
yond the reasonable needs of the business. 

This must mean that the Department, in en- 
forcing the statute, will not make the presumption 
stated unless there is actually an accumulation in 
the case of holding or investment companies, or 
an accumulation beyond the reasonable needs of 
the business in the case of other corporations. But 
where is there anything in the statute which limits 
its application in this way or which authorizes the 


3See also T. B. M. 2, 1 C. B. 181. 
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issuance of the part hereinafter quoted from Article 
352 of Regulations 65? In construing the statute, 
we are confined to what is actually said, and may 
not consider anything else which we think Con- 
gress intended to say. 


Apparently, it is the intent to accomplish a result 
in a certain way which the 1924 statute penalizes, 
no act being required. If that be the case, then an 
act done in mistake of the facts or the law, which 
could not possibly accomplish the escape of the 
surtax by the stockholders, might evidence such an 
intent as is penalized by the statute. 


This interpretation appears to have been adopted 
by the Department in Article 352 of Regulations 65, 
where it is provided that “the statutory presump- 
tion that a mere holding or investment company is 
subject to the additional tax imposed by Section 220 
may be overcome if the corporation can show” cer- 
tain things. In other words, these corporations are 
presumed to be guilty and subject to the penalty 
until they prove themselves innocent. They are 
prima facie guilty although there is no evidence 
of an accumulation of gains or profits and even 
though there had been in fact a loss. The Regu- 
lations provide that this statutory presumption may 
be overcome “if the corporation can show, either 
by reason of the fact that it distributed a large por- 
tion of its earnings for the year in question, or that 
its stock was held not by the members of a family 
or of a small group but ‘by a large number of per- 
sons and in comparatively small blocks, or by other 
evidence, that it was not availed of for the purpose 
of preventing the imposition of the surtax upon its 
stockholders.” 


If this is not a penalty but simply a tax, the entire 
assets of a bankrupt holding or investment company 
might be taken by the Government under the stat- 
ute, while the other creditors would get nothing. 
Taxes have priority over even preferred claims in 
bankruptcy. The corporation might have distrib- 
uted large amounts of income in dividends before 
the bankruptcy and it might be impossible to re- 
cover anything from the stockholders. 


Does the Statute Penalize Corporations Because 
of the Intent of Others? 


Article 351 of Regulations 65 states the purpose 
of the statute to be to discourage the formation or 
use of a corporation for the purpose of preventing 
the imposition of surtaxes upon its shareholders 
through the device stated. The formation of a 
corporation must be by others. A corporation can 
be “availed of” in the sense ef the statute only by 
its stockholders. In Eisner v. Macomber, 252 U.S 
189, it was said (page 214) that a corporation was 
an entity distinct and separate from its stockhold- 
ers. Does Section 220 seek to impose a penalty on a 
corporation because of a purpose entertained by 
other entities? Suppose there are two men who 
have very large incomes and who desire to escape 
the surtax. Suppose they know of a large number 
of corporations in other parts of the country, each 
of which has many stockholders, none of whom are 

(Continued on page 78) 











The 1924 Federal Tax Law— 
A Farmer’s Viewpoint 


By H. C. McKenzir* 


HE 1924 revision of the tax law was dictated 

not chiefly by economic but by other consid- 

erations; largely a desire to head off the bonus 
and for political reasons. 

That the surplus for the fiscal years 1923 and 
1924 was only about $500,000,000 each year, or a 
contingent surplus of about 10 per cent, that the 
amount received from back taxes, the railroads, the 
War Finance Corporation, and from the sale 
of Government property would rapidly diminish, 
that in the natural course of things business would 
not always stay on the high 1924 level, that the 
rapid payment of the na- 
tional debt is the truest 
economy, all go to reinforce 
the first statement. 

Coming in the same year 
with the presidential elec- 
tion inevitably complicated 
the situation and made a re- 
vision on its merits impos- 
sible; it was an example of 
how not to do it. 

Any analysis of the 1924 
law would be _ incomplete 
without comparing it, in its 
larger aspects, with the 
“Mellon Plan” as submitted 
to Chairman Green, of the 
House Ways and Means 
Committee, in Secretary Mellon’s letters of No- 
vember 10th and December 17th. 

The law is better than the Mellon Plan in the 
following respects: 


(1) It gives the farmers the benefit of the earned 
income reduction from which they were excluded 
in the Mellon Plan. 


(2) A 40 per cent surtax maximum is better than 
one of 25 per cent. 


(3) The Mellon Plan was an effort to shift a 
larger percentage of the tax burden from income to 
consumption taxes, or from ability to pay to neces- 
sity to consume. The law does it in a less degree. 


(4) It limits the repeal of the tax on admissions 
to amounts of 50 cents and under. 

Secretary Mellon was right in the following par- 
ticulars: 

In objecting to tax-free securities. 

In his objections to the Federal estate tax. 

In the technical changes incorporated in the new 
bill. 

To understand the farmers’ viewpoint a knowl- 
edge of the principles on which it is based is essen- 
tial; there are four of these principles: 

1. Net Income is the measure of ability to pay 
taxes for the support of the National Government. 


next December. 


cultural interests. 


* Tax Adviser to the American Farm Bureau Federation. 


EVELOPMENTS in Washington indi- 
cate that another revision of the revenue 

laws will not be attempted until the regular 
session of the Sixty-ninth Congress, beginning 
Meanwhile the merits of the 


Revenue Act of 1924 will be an important issue. 


In the capacity of tax adviser to the American 
Farm Bureau Federation, the author of this 
article has been in close touch with Federal tax 
legislation during recent years. 
a comprehensive study of taxation methods and 
their effects, especially as applicable to agri- 
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2. The rate should be progressjve; the larger the 
income the higher the rate. 

3. Every person should have some part in sup- 
porting the National Government, and therefore a 
certain proportion of the taxes may justly be raised 
by means of the tariff and other consumption taxes. 

4. While recognizing that the first consideration 
in any tax law is the raising of revenue, its collateral 
effects must not be lost sight of, and, insofar as is 
practicable, the taxes should be so laid as to tend 
to the distribution of wealth among the many, and 
not to its concentration in the hands of the few. 

Our belief is that not over 
25 per cent of the tax rev- 
enue should be raised by 
consumption taxes, mostly 
on luxuries. Under the 1921 
law approximately 40 per 
cent of the tax revenue was 
derived from this source. 

The Mellon Plan violated 
these principles in that it 
made all the reductions, ex- 
cept a few minor ones, in the 
income taxes and would have 
left the farmer and_ the 
90,000,000 people whose in- 
comes are below the income 
tax level without substantial 
benefit. 

Mr. Mellon, in his book “Taxation the People’s 
Business,” attempts to justify this on the theory 
that “all taxes rest only in part upon the individual 
or property taxed. It is largely borne by the ulti- 
mate consumer” (see page 21), and “no thoughtful 
person longer doubts that, irrespective of his in- 
come, he pays a part of the high surtaxes in the 
general high price levied” (page 135). 

This theory is without substantial basis in fact. 
All economists are agreed that there are certain 
taxes that rest chiefly where they are put and are 
not passed on to the ultimate consumer; among them 
are the poll tax, estate taxes, taxes on land, and in- 
come and profits taxes. 

Dr. R. A. Seligman, of Columbia University, in 
his testimony before the New York Assembly Com- 
mittee on Taxation and Retrenchment, on Feb- 
ruary 5, 1924, said “A tax on income cannot be 
shifted” (page 6). 

The National Industrial Conference Board, which 
is the research organization for “big business,” and 
is interested only in getting the facts, has recently 
issued a bulletin, “Tax Burdens and Exemptions,” 
in which they say on page 55: “If a tax on net 
profit is a general one, sound economic thinking 
must lead inevitably to the conclusion that the tax 
can hardly ever be shifted”. There is no difference 
of opinion on this point among economists. 


He has made 
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The hollowness of the claim is still further illus- 
trated by the fact that Secretary Mellon, in his 
letter of November 10th, said, “The high rates 
put a pressure on taxpayers to reduce their taxable 
income, tend to destroy individual initiative and 
enterprise, and seriously impede the development 
of productive business”. Compare this statement 
with the statements referred to above on pages 21 
and 135 of his book. It is evident at a glance that 
Secretary Mellon uses one argument in his book 
when he appeals to the public, and preaches a totally 
different doctrine when he appeals to Congress. In 
his letter of November 10, he is claiming both that 
the surtaxes are added to the cost of living and 
that they are a burden on business; that is attempt- 
ing to play both ends against the middle. 

The theory that all taxes are eventually passed 
on to the ultimate consumer was advocated by 
Senator Smoot in 1921, but soon abandoned as un- 
tenable. 


Tax Revision Proposals 


Changes in the tax law should have been made 
largely along the following lines: 

1. In improvement of the administration. 

The tax bureau needs to be radically overhauled. 
The 1922 returns are untouched. Only an insignifi- 
cant beginning has been made in the 1921 returns, 
while portions of the 1917 and 1918 returns are still 
awaiting final settlement. 

A system of administration that depends upon 
threats of unusual assessments to secure waivers 
to prevent the outlawing of claims by the statute 
of limitations should no longer be tolerated; it 
brings both the Government and the tax system into 
disrepute. 

Secretary Mellon’s Board of Tax Appeals, inde- 
pendent of the Income Tax Unit, may help, but 
does not reach the main trouble which is within the 
Department. 

Ever since the Department has been organized, 
the chief trouble has been that the heads of the work 
have had no secure tenure of office, are subject to 
political pressure, and the result is that as soon as 
a man gets to be valuable he receives an offer from 
outside which he accepts, or he resigns and opens 
up a tax office of his own, and there is a continually 
changing personnel; this is fatal to any efficient 
administration. 

The deputy commissioner in charge, the heads 
of the divisions of consolidated returns and special 
assessments, field revenue agents and the field agent 
in charge of such districts as New York, Chicago, 
and San Francisco, should have at least a ten-year 
tenure of office and be immune from political in- 
fluence. A lump sum appropriation should be made 
by Congress from which Secretary Mellon could 
pay these men enough to retain the services of the 
valuable men for the Government. This is vital to 
any efficient administration, and unprejudiced and 
efficient administration is needed more than any 
other one thing. 

2. Stopping of the leaks in the law. 

The plea that a 40 per cent surtax cannot be 
collected is without evidence; it has never been 
tried. Enough loopholes were left in the law so 
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that the payment of the higher surtaxes is largely 
optional. 


Questions Sincerity of Congress 


No sincere effort has been made by Congress to 
compel the payment of the higher surtaxes. Judge 
Green, chairman of the Ways and Means Com- 
mittee, said recently, “These holes exist because in 
the past there has been little effort to close them,” 
and “The reason why little has been done since 
1921 to close these gaps in the Act cannot be fully 
made to appear without personal references which 
I do not wish to make”. 

When it becomes impossible to buy income tax 
exemption and tariff favors by campaign contribu- 
tions and otherwise, the holes in the income tax 
law will be closed. If any further illustration of the 
attitude of certain elements toward an honest and 
efficient income tax and its honest and efficient ad- 
ministration is needed, it is furnished by the provi- 
sion in H. R. 8887, known as the McFadden bill, 
which legalizes stock dividends for National Banks; 
this will enable the owners of bank stock to get the 
stock dividends, hold them two years, and then cash 
in and pay 12% per cent instead of the regular sur- 
tax rates; this is opening up another large hole. 
Assistant Secretary of the Treasury Winston in an 
address before the National Tax Association, at 
St. Louis, said “We can close the holes, but if we 
did, there wouldn’t any business go on.” Congress- 
man Ogden L. Mills, who voiced the viewpoint of 
big business, on the Ways and Means Committee, 
gave away the whole case when, at the meeting of 
the Academy of Political Science in New York. in 
April, 1924, he said, “Lower the surtax rate and then 
plug the leaks.” 

3. Making reductions where they will do the 

greatest good to the greatest number. 
Secretary Mellon’s theory is that the surtaxes 
seriously impede the development of productive 
business” and that, therefore, here is where the re- 
duction should be made. Is his conclusion war- 
ranted by the facts? 


Let us see what some of the best authorities in 
the country say about business. 

The Federal Reserve Board, in the Federal Re- 
serve Bulletin for January, 1924, says on page 1: “In 
the business and banking developments of the year 
1923 the outstanding fact has been the high level of 
industrial and agricultural output and the demand 
for bank credit to finance a volume of production 
and trade never previously equalled.” 

The Standard Statistics Co., in their Standard 
Daily Trade Service, which goes into nearly all the 
banks and big business houses in the eastern part 
of the United States, in their issue of December 24, 
said: “Not until the 1923 income tax returns have 
been classified and studied can a complete, accurate 
index to the year’s profit be gained. But prelimi- 
nary estimates—based upon much more than blind 
guessing—place the year’s corporation profits in the 
neighborhood of $8,000,000,000.” This would make 
it the best year since 1919, and 1924 is far ahead of 
1923. 





(Continued on page 72) 








Notes on the Revenue Act of 1924 
—Income Tax Provisions 


By RoswELLt F. MAacILi* 


PART II 


O long as the plan of the reorganization involves 
merely exchanges by a corporation of its prop- 
erty for stock or securities, or by any person of 

stock or securities for other stock or securities, or 
even the receipt by a shareholder in a corporation 
which is a party to a reorganization, of additional 
stock or securities in a corporation a party to the 
reorganization, the Act is content to postpone the 
taxation of any, gain until the future disposition of 
the properties received. The accrued gain is not 
entirely lost for purposes of the income tax, how- 
ever, but is to be carried along by means of adjust- 
ments to the basis for determining gain or loss of 
the property received. These results seem con- 
sistent and sound as a matter of policy. Corporate 
reorganization may be made a necessity by a court 
decision, as in the Rockefeller case, or by business 
conditions, as in the case of United States v. Phellis. 
If no corporate assets have been distributed to the 
shareholders, and each shareholder still has the 
same interest in the same corporate property as 
before, it is laying too great stress on form to im- 
pose a tax upon the change which has occurred in 
his evidences of ownership. It is much more de- 
sirable to impose the tax at the time when the 
shareholder or corporation has realized a gain 
through the receipt of new money or property, by 
a sale or exchange of the shares. The corollary 
of this principle is, of course, that when other prop- 
erty or money is involved in a reorganization, gain 
from the transaction may result and should be taxed. 
Since the gain may be a capital gain or a dividend, 
and since it may be in part deferred, provisions of 
increased complexity are necessary to determine 
its proper treatment. It will be desirable to in- 
vestigate the maze of these requirements in the 
new Act by involving a shareholder, A, and cor- 
porations X and Y in another type of reorganiza- 
tion. 

Suppose the X corporation desires to acquire the 
properties of the Y corporation, organized in 1916 
with a capital of $50,000. Y has an accumulated 
surplus of $50,000. An agreement is executed in 
1924, whereby X gives $50,000 par share of its stock 
and $25,000 in cash to Y, in exchange for all of Y’s 
property. Y then distributes X’s stock and the cash 
to its shareholders and dissolves. B, who bought a 
share of stock in Y, par value $100, for $125 in 1917, 
receives in the dissolution a share in X, par $100, 
(but worth $150), and $50 in cash. What is the 
income tax liability of X, Y, and B? 


*Associate Professor of Law, Columbia University. Mr. Magill, 
while a member of the staff of the Solicitor of Internal Revenue, took 
a leading part in the drafting of Regulations 65. Article republished 
by permission from the Columbia Law Review. 


So far as X is concerned, there appears to be no 
gain or loss; X has purchased property with its 
stock and money.** Now Y, on the other hand, has 
sold property for stock and money, a transaction out 
of which gain or loss customarily arises. Were no 
money involved, Section 203 (b) (3)°’ would cover 
the case, and there could be no tax. As it is, Section 
203 (e)** is apparently applicable. In the event that 
Y immediately distributed the money, and that such 
distribution was in pursuance of the plan of reor- 
ganization,®® that subdivision specifies that no gain 
or loss to Y will be recognized. Since a similar sale 
or exchange of assets not in a reorganization clearly 
would be taxable, it is evidently the reorganization 
feature which confers immunity—the fact that the 
capital assets are kept intact and the business con- 
tinued, and moreover that the corporation has acted 
merely as a conduit, in passing to its shareholders 
the property received in exchange. 

However, it is evident that shareholder B’s inter- 
est has been altered; whereas he had a share of stock 
with a book value of $200, he now has one with a 
value of $150 and $50 in cash. Moreover, since B 
bought his share for $125, he has clearly realized 
gain. The question is, how much is his gain, and 
what is its nature—dividend, ordinary income or 
capital gain? On the face of things, there has been a 
distributeon in liquidation of Y, and hence we should 
provisionally expect Section 201 (c), discussed 
above, °° to apply. Since gain or loss under that 
section is to be recognized only to the extent pro- 
vided in Section 203, however, we must examine the 
latter section for a controlling provision. The dis- 
tribution herein has been in the course of a reor- 
ganization; in practical effect, B has exchanged his 
share in Y for a share in X and $50 cash. Such an 
exchange is apparently covered by Section 203 
(d).** Under that section, B’s liability to tax can 

56See Article 543 of Regulations 62 and 65. 

57Quoted supra, footnote 44. 

58This subdivision provides: “If an exchange would be within the 
see ny of paragraph (3) of subdivision (b) if it were not for the 

act that the property received in exchange consists not only of stock 
or securities permitted by such paragraph to be received without the 
recognition of gain, but also of other property or money, then— 

“(1) If the corporation receiving such other property or money 
distributes it in pursuance of the plan of reorganization, no gain to the 
corporation shall be recognized from the exchange, but 

“(2) If the corporation receiving such other property or money does 
not distribute it in pursuance of the plan of reorganization, the gain, 
if any, to the corporation shall be recognized, but in an amount not in 
excess of the sum of such money and the fair market value of such other 
property so received, which is not so distributed.” 

59Since Section 203 in various sentences requires that specified acts 
be done in pursuance of the plan of reorganization, it would be advisable 


as an evidentiary matter that this plan be set forth in the corporate 


records in sufficient detail to cover the different aspects of the whole 
transaction. 


6OSupra, age 840. 

®1This subdivision provides: ‘(1) If an exchange would be within 
the provisions of paragraph (1), (2), or (4) of subdivision (b) if it 
were not for the fact that the property received in exchange consists not 
only of property permitted by such paragraph to be received without 
the recognition of gain, but also of other property or money, then the 
gain, if any, to the recipient shall be recognized, but in an amount 
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only be determined by inquiring whether the distri- 
bution he received had the effect of a taxable div- 
idend. In our case, B received in cash exactly his 
ratable share of Y’s surplus; his situation is the 
same as if Y had first distributed a dividend of $50 a 
share, and then had exchanged its remaining assets 
for stock in X, which was distributed to the share- 
holders. If the statute is to be interpreted literally, 
it would seem reasonably clear that the cash he re- 
ceived had the effect of a dividend within the mean- 
ing of the Act. This result would also seem to fol- 
low from the example given in the Regulations.** 
If the Treasury placed this interpretation upon the 
transaction, B would be liable to the surtax on $50, 
and to no further tax upon this transaction, since he 
received no other money or property in addition to 
the stock. 

Since the share of stock in X which B received 
is worth $25 more than he paid for his share in Y, 
it would be conceivable to tax B on a gain of $25 
additional. The theory of excepting this gain from 
tax is that the new share should be considered as 
taking the place of the old. On this theory, when B 
sells the new share, the basis for determining gain 
or loss on the sale should be the cost of the old 
share, or $125. This result is effected by Section 
204 (a) (6).*% 

The case we have considered is, of course, a 
merger or consolidation. To complete even a bird’s- 
eye view of the statutory provisions, we must exam- 
ine a case involving the splitting up of an existing 
corporation. Suppose X, organized in 1916, has 
$200,000 capital and $50,000 surplus. Its sharehold- 
ers decide to organize the Y corporation with $50,000 
capital, of which $10,000 is subscribed in cash. 
X then transfers a plant worth $50,000 to Y for 
$40,000 of its stock and $10,000 in cash, which X 
distributes to its shareholders. A, who holds five 
shares in X, par $100 each, for which he paid $625, 
receives one share in Y and $25 cash. What is the 
income tax liability of X, Y, and A? 


The income tax liability of A and Y can be de- 
termined according to principles already discussed. 
A’s receipt of a new share of stock will not be sub- 
ject to tax, under Section 203 (c), but the $25 cash 
he received is apparently a taxable dividend. Y 
corporation has purchased property with its cash 





not in excess of the sum of such money and the fair market value of 
such other property. 

(2) If a distribution made in pursuance of a plan of reorganization 
is within the provisions of paragraph (1) but has the effect of the 
distribution of a taxable dividend, then there shall be taxed as a divi- 
dend to each distributee such an amount of the gain recognized under 
paragraph (1) as is not in excess of his ratable share of the undis- 
tributed earnings and profits of the corporation accumulated after Febru- 
ary 28, 1913. The remainder, if any, of the gain recognized under para- 
graph a) shall be taxed as a gain from the exchange of property.” See 
in construction of these provisions, Article 1575 of Regulations 65. 

2X corporation has a capital of $100,000 and earnings and profits 
of $50,000 accumulated since Februz ary 28, 1913. X corporation in 1924 
transfers all its assets to Y corporation, in exchange or the issuance 
of all Y’s stock and the payment of $50,000 in cash to the stockholders 
of corporation X. A, who owns one share of stock in X, for which he 
paid $100, receives a share of stock in Y worth $100, and $50 in cash. 
A will be liable to the surtax on $50.’ Example (2), Article 1575 of 
Regulations 65. 


638This paragraph provides in part: “If the property was acquired 
m an exchange Soret in subdivision (b), (d), (e), or (f) 
section 203, the basis shall be the same as in the case of the prop- 
erty exchanged, decreased in the amount of any money received by the 
taxpayer and increased in the amount of gain or decreased in the 
amount of loss to the taxpayer that was recognized upon such exchange 


— the law applicable to the year in which the exchange was 
MAES... cee a 
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and shares; there is ordinarily no taxable gain or 
deductible loss to a purchaser. 

X has exchanged property for shares and cash; it 
has acquired 80 percent of Y’s stock by doing so. 
If no cash had been received by X, it appears that 
the transaction would fall within the terms both 
of paragraph (3)** and of paragraph (4)** of Sec- 
tion 203 (b). Subdivisions (d)®* and (e)*’ of the 
Section deal with cases which would fall within 
paragraphs (3) and (4) but for the fact that money 
passed in the exchange in addition to stock or 
securities. The one prescribes that gain shall be 
recognized ; the other, that it shall not be, if the 
money is distributed as it was here. Since the Reg- 
ulations are silent, it is difficult to decide what re- 
sult the Treasury will reach in this case. Since the 
transaction is clearly within the definition of a re- 
organization,®* and since there appears to be no more 
reason on principle for recognizing a possible gain 
or loss to X corporation than to Y corporation in 
the preceding example, it may properly be urged 
that subdivision (e), which deals exclusively with 
exchanges in a reorganization, applies here as well 
as there. On the other hand, an assiduous guard- 
ian of the revenue may well contend that X has 
disposed of property for stock and cash; that since, 
in the absence of a statutory provision, any gain to 
X would be taxable, the subdivision taxing the 
gain should be applied if there is any ambiguity. 
It is unfortunate that the case is provided for by 


an excess of subdivisions rather than by a single 
clear one. 


Many Tax-free Exchanges Possible 


To sum up, although a wide variety of exchanges, 
both in the course of corporate reorganizations and 
otherwise, may be made tax-free, the revenues are 
protected by provisions for the taxation of all the 
gain above the cost of the exchanged property upon 
the sale or subsequent disposition of that received 
in exchange. When other property or money is 
received in exchange in addition to property which 
may be so received tax-free, a gain may be sought 
out and taxed, and adjustments to the basis for de- 
termining future gain may be made. Hence, in 
forming a judgment as to the advisability of dif- 
ferent plans of exchanges and reorganizations from 
an income tax point of view, a prudent attorney for 
a party to the transaction will consider, not alone 
the extent to which the plan will involve an im- 
mediate tax liability to his client, but also the ex- 
tent to which his client will some day be subjected, 
through a disposition of the property he received to 
additional tax liability upon an increase in value 





64Quoted supra, footnote 44. 


65This paragraph provides: “‘No gain or loss shall be recognized if 
property is transferred to a corporation by one or more persons solely 
in exchange for stock or securities in such corporation, and immediately 
after the exchange such person or persons are in control of the cor- 
poration; but in the case of an exchange by two or more persons this 
paragraph shall apply only if the amount of the stock and securities 
received by each is substantially in proportion to his interest in the 
property prior to the exchange.” 

86Quoted supra, footnote 61. 

67QOuoted supra, footnote 58. 

68Section 203 (h) (1) provides in part: ‘“‘As used in this section 
and sections 201 and 204—(1) The term ‘reorganization’ means...... 
a transfer by a corporation of all or a part of its assets to another 
corporation if immediately after the transfer the transferor or its stock- 


holders or both are in control of the corporation to which the assets are 
transferred,. 
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which may have entirely accrued before the ex- 
change. It is evident therefore that in any case of 
a proposed or accomplished reorganization, the in- 
come tax liability of the corporations and share- 
holders can only be determined after a careful ex- 
amination of the detailed paragraphs and subdiv- 
isions of Sections 201, 202, 203 and 204. Although 
these paragraphs are very formidable in the bald 
abstract statutory language, they can, without un- 
usual difficulty, be applied or discarded with refer- 
ence to a specific set of facts. 


Basis for Determining Gain or Loss 


For reasons there given, those subdivisions deal- 
ing with the basis of the securities or other property 
involved in a reorganization have been briefly con- 
sidered in conjunction with the reorganization pro- 
visions. Several other changes in the basis pro- 
visions deserve separate consideration. 

The most startling of these innovations relative 
to the basis of property (other than those already 
treated) is that of Section 204(b),°* whereby the 
basis for determining gain or loss upon the dis- 
position of property acquired before March 1, 1913, 
is made, in general, its cost or its fair market value 
as of March 1, 1913, whichever is greater. The 1921 
Act, although stating that the basis of property ac- 
quired before March 1, 1913, should be the same as 
for other property, prescribed a series of rules for 
the determination of the amount of the gain or the 
loss from a sale of such property,*® whereby no loss 
would be deductible, unless the sale price was less 
than both the cost and the March 1 value. The new 
provision, which seems to have been adopted in the 
interests of simplicity and of making the adjust- 
ments to the basis prescribed in Section 204 of 
general application,” will operate uniformly in favor 
of the taxpayer, since it permits him to take a loss 
in some cases of sales for prices greater than the 
cost but less than the March 1 value.*? It would 
be difficult even for an acquisitive attorney to con- 
tend that a taxpayer suffered a loss when he re- 
ceived more than he paid; the March 1 value is a 
theory rather than a condition so far as he is con- 
cerned. Since the former rule, then, seems correct 
on principle, the change can be supported only on 
the plea of greater ease of application. 

Again, Section 202(b)** changes the existing 
practice in a very important particular. Hereto- 
fore, in determining gain or loss, the Treasury has 

69Section 204 (b) provides: “The basis for determining the gain or 
loss from the sale or other disposition of property acquired before 
March 1, 1913, shall be (A) the cost of such property (or, in the case 
of such property as is described in paragraph (1), (4) or (5), of 
subdivision (a), the basis as therein provided), or (B) the fair market 
value of such property as of March 1, 1913, whichever is greater. 
in determining the fair market value of stock in a corporation as of 
March 1, 1913, due regard shall be given to the fair market value of 
the assets of the corporation as of that date.” 

See Section 202 (b) of the 1921 Act. 

7l1Ways and Means spent, p. 18; Finance Report, p. 19. 

72See infra, page 855, for a discussion of the effect of the provision 
in determining the depletion and depreciation allowance. 

To the effect that, under the 1918 Act, the basis for determining 
loss upon a sale of property acquired before March 1, 1913, is its 
value upon that date, see Ludington v. MoCaughn (C. C. A. 3rd Circ. 
Oct. 1, 1924), reversing 290 Fed. 604; Flannery v. U. 8. (Ct. Claims, 


+ 1924); Vance v. McLaughlin (U. S. D. C., Calif., April 15, 
4 


T8Section 202 provides in part: “(a) Except as hereinafter provided 
in this section the gain from the sale or other disposition of property 
shall be the excess of the amount realized therefrom over the basis pro- 
vided in subdivision (a) or (b) of Section 204, and the loss shall be 
the excess of such basis over the amount realized. 
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required the deduction of, for example, deprecia- 
tion sustained.** A taxpayer may have failed, for 
one reason or another, to have taken as a deduction 
each year all the depreciation actually sustained. 
If 4 bought a machine for $1,000 and sold it a year 
later for the same amount, he regarded himself as 
badly misused if the Treasury taxed him on $50 
profit,** on the theory that the machine had de- 
preciated to that extent, though 4 did not know it. 
It was doubtless this type of case which led to the 
statutory provision that in computing gain or loss, 
adjustment will be made'for loss, depreciation, 
obsolescence or depletion, previously allowed with 
respect to the property. Just how it will work out 
is not so clear. Suppose an office building was pur- 
chased in 1900 for $1,000,000; it depreciated, so that 
it was worth, in 1913, $750,000. Suppose that there- 
after, $200,000 additional depreciation is allowed, 
and in 1924 the building is sold for $600,000. What 
is the gain or loss? If Sections 204(b) and 202(b) 
are applied literally, there is a loss of $200,000, for, 
after depreciation allowed is deducted from the 
basis, the cost, the remainder is still $200,000 in ex- 
cess of the sale price. The Treasury may, however, 
contend that Section 202(b) is not an all-inclusive 
provision ; that it comprehends merely the deprecia- 
tion allowance since the adoption of an income tax, 
or possibly, as the case of a corporation, since the 
adoption of the Corporation Excise Tax Act of 1909; 
that accordingly the basis prescribed in Section 204 
(b) must be adjusted by deducting depreciation sus- 
tained prior to March 1, 1913, before the adjust- 
ments required by Section 202(b) are made. The 
result of this reasoning would be taxable gain in 
this case of $50,000. Neither the reports of the 
committees, nor the Regulations aid in the con- 
struction of the subdivision.”® It is evident that the 
question will be raised at once, and the result is 
quite doubtful. 

The draftsmen of the Act evidently slipped, in 
prescribing a basis for property transferred to a 
trustee by a trust instrument revocable by the 
grantor.’* Since the Act adopts the rule in Section 





“(b) In computing the amount of gain or loss under subdivision 
(a) proper adjustment shall be made for (1) any expenditure properly 
chargeable to capital account, and (2) any.item of loss, exhaustion, 
wear and tear, obsolescence, amortizatiion, or depletion, previously 
allowed with respect to such property.” 

74Article 1561 of Regulations 62 contains the sentence: “In any 
case proper adjustment must be made in computing gain or loss from 
the exchange or sale of property for any depreciation or depletion sus- 
tained and allowable as a deduction in computing net income; the 
amount of depreciation previously charged off by the taxpayer shall 
be deemed to be the true depreciation sustained unless shown by clear 
and convincing evidence to be incorrect.” 

75See for such a ruling (1923) Committee on Appeals and Review 
Recommendation 3515, II-2 Cumulative Bulletin 23. 

76See Finance Report, p. 13; Conference Committee Statement, p. 14 
amendment No. 6; Regulations 65, Article 1561. 

77Section 204 (a) (3) and (5) provides; “‘(3) If the property was 
acquired after December 31, 1920, by a transfer in trust (other than by 
a transfer in trust by bequest or devise) the basis shall be the same 
as it would be in the hands of the grantor, increased in the amount 
of gain or decreased in the amount of loss recognized to the grantor 
upon such transfer under the law applicable to the year in which the 
transfer was made. The provisions of this paragraph shall not apply 
to the acquisition of such property interests as are specified in sub- 
division (c) or (e) of section 402 of the Revenue Act of 1921 or in 
subdivision (c), (d), or (f) of section 302 of this Act; 

“(5) If the property was acquired by bequest, devise, or inheritance, 
the basis shall be the fair market’ value of such property at the time 
of such acquisition. The provisions of this paragraph shall apply to 
the acquisition of such property interests as are specified in subdivision 
(c) or (e) of section 402 of the Revenue Act of 1921, or in subdivision 
(c), (d), or (f) of section 302 of this Act;....” 

Property transferred to a trustee to form the corpus of a trust re- 


vocable by the grantor is specified in subdivision (d) of Section 302 
of the Act. 
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219 (g),7® that the income from such property must 
be taxed to the grantor as if the trust had not been 
created, evidently on the theory that the trust res is, 
for practical purposes, still within the grasp of the 
grantor, the basis to the trustee should, for con- 
sistency’s sake, be the same as the basis in the 
grantor’s hands. Section 204(a), (3) and (5) makes 
the basis instead the value at the time of transfer. 
Hence, an individual may transfer to a trustee by 
an instrument creating a revocable trust, property 
that has largely appreciated in value; if the trustee 
sells it the following day for its value, he realizes no 
gain; nor does the grantor of the trust, though the 
grantor is taxable on the trust’s income. 

One other change in the basis provisions may 
properly be noted. Under the 1921 and 1924 Acts, 
a loss on a “wash-sale,” that is, on a sale of securi- 
ties followed or preceded within thirty days by a 


78Quoted infra, footnote 90. 
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purchase of substantially identical securities, is not 
deductible. 7° By the 1921 Act the basis of the ac- 
quired securities was made the same as that of the 
securities sold.*° Since this provision operated cor- 
rectly only if the repurchase price was the same as 
the sale price, the 1924 Act provides that the basis 
shall be increased or decreased in an amount corres- 
ponding to the excess or deficiency of the repur- 


chase price in relation to the cost of the securities 
sold.*? 





79The applicable sentence in Section 214 (a) (5) of the 1921 Act 
provides: ‘“‘No deduction shall be allowed under this paragraph for any 
loss claimed to have been sustained in any sale or other disposition of 
shares of stock or securities made after the passage of this Act where 
it appears that within thirty days before or after the date of such sale 
or other disposition the taxpayer has acquired (otherwise than by be- 
quest or inheritance) substantially identical property, and the property 
so acquired is held by the taxpayer for any period after such sale or 
other disposition....”’ The same paragraph of the 1924 Act omits the 
words “made after the passage of this Act,’’ and inserts after the 
parenthesis “‘or has entered into a contract or option to acquire.” 

80See Section 202 (d) (3). 


81Section 204 (a) (11). 


(To be Concluded in March Issue) 


Remedy for Overlapping Death Taxes to 
‘ be Considered at National Conference 


OR the purpose of considering what steps may 

be taken by joint action of the several states 

and the Federal Government towards removing 
the existing irritation caused by the overlapping and 
lack of harmony of the various state inheritance 
taxes and by the disturbing effects of the Federal 
estate tax, a national conference has been called 
by the officers of the National Tax Association to 
be held February 19 and 20 at Washington. 


Official representation of all the states is expected 
at this meeting. Attorneys, trust companies and 
all who are affected by the results of the present 
conflicting and multiple taxes levied upon transfers 
at death are invited to attend and to participate in 
the proceedings. 


The muddle created by forty-seven different laws 
is a problem that is commanding widespread inter- 
est. Two Philadelphia publications have recently 
given consideration to this national issue. The 
opinions and information contained therein, as 
briefed by Chicago Commerce, follow. 

The writer in the bulletin of the Corn Exchange 
National Bank of Philadelphia says: 


The tax making the most rapid progress in this country in 
recent years is not the tax on incomes but on inheritances 
and transfers. Inheritance taxes on an investor’s estate 
may amount to more than the total of all income taxes paid 
during life. An investor looks to security, but he seldom 
considers the inheritancé tax. Both railroad and industrial 
stocks are subject to multiple taxation. For instance, an 
executor transferring New York Central stock would be 
liable for taxes in New York, Illinois, Indiana, Michigan, 
Ohio and Pennsylvania. It is said that no two states of the 
forty-six having inheritance tax laws have uniformity in 
this legislation, and the discrepancies in these laws are very 
great. If a man should leave $250,000 to charity in New 
York, his estate would pay no tax, but in Pennsylvania it 
would pay $25,000. 

Executors must meet the requirements of every state 
laying claim to a tax, and in each state the tax.may be 
measured by a different rule. The consent of each state im- 
posing a tax must be secured before the executor can obtain 
stock in his name for the purpose of sale or distribution. 


1Issue of January 24, 1925. 








Taxes must be paid promptly to avoid penalties, and prop- 
erty may have to be sold at loss to pay such taxes. 

Inheritance taxes are a first mortgage on the property of 
an estate. The state governments will take nothing but 
cash, and the Federal Government only cash or Liberty 
bonds. The various governments take no cats and dogs with 
which the heirs may have to content themselves. 

Most estates lack the cash to pay these taxes, and the 
executor must sell something, and he must sell the best and 
thus deprive the estate of the very assets upon which the 
departed owner relied for the support of his family. 

Ways out of this distressful situation are gifts and trans- 
fers during life, establishment of trust funds, life insurance, 
which pays the tax for the estate and not from it. Let the 
wise note this from a life insurance official who is asked 
whether he thought most business men were ready for the 
present inheritance taxes. He said that the best evidence 
that they were not is the fact that when urged to buy life 
insurance for tax purposes they say they have not the 
money, to which the answer is that if they cannot pay for 
one year’s premium now, how can their estates pay from 
twenty-five to thirty times as much after they have gone? 

What would the investor better do? He should protect 
himself with discrimination in purchase of securities, and 
while conserving the investment reduce inheritance taxation 
to a minimum. : 

“This complicated and country-wide problem 
leads a public accountant, Joseph H. Van Dorn, to 
say in Commerce and Industry’. 

It is a matter of grave concern to the taxpayer to note 
how many of forty-seven tax levies his estate will be sub- 
ject to at death. These laws are all different and are con- 
stantly changing either from legislative action or judicial 
decision, so that it would be foolhardy to attempt to fore- 
cast the future. Their effect is destructive of capital, and 
the present tendency would seem to be to make them even 
more so. 

“At present the stocks and bonds of an estate are 
threatened with hardships and depletion by virtue 


of various state laws acting as follows: 


Taxation of Stocks 


Thirty-eight states will tax stock of domestic corporations, 
or national banks located within the state, where the cer- 
tificate is owned by a decedent resident of Pennsylvania, and 
this certificate is not physically within the taxing state. 

Forty states will tax the same stock in those instances 
where the certificate is physically within the taxing state. 

Six states will tax stock of foreign corporations owning 
property within taxing state, certificate not being within the 
taxing state. 





2Issued by the Board of Trade, the Bourse, Commercial Exchange, and 
Maritime Exchange of Philadelphia. 
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Thirteen states will tax the same stock in those instances 
where the certificate is within the taxing state. 


Two states will tax stock of foreign corporations doing 
business in taxing states, and the certificate not being within 
the state. 

Eight states will tax the same stock in those instances 
where the certificate is within the taxing state. 

Three states will tax stock of foreign corporations having 
transfer office in state, and the certificate is not within tax- 
ing state. 

Eleven states will tax the same stock in those instances 
where the certificate is within the taxing state. 

Twenty-five states will tax stock of foreign corporations 
where corporations have been organized in more than one 
state. 

Taxation of Bonds 


Thirty-two states will tax unregistered domestic bonds, 
where the bonds are physically located within taxing state. 

Sixteen states will tax the same bonds where the bonds 
are physically outside of taxing state. 

Thirty-two states will tax registered domestic bonds, 
where the bonds are physically located within taxing state. 

Nineteen states will tax the same bonds, where the bonds 
are physically located outside of taxing state. 

Twenty-four states will tax unregistered foreign bonds, 
where the bonds are physically located within the taxing 
state. 

Four states will tax the same bonds, where the bonds are 
physically located outside of taxing state. 

Twenty-four states will tax registered foreign bonds, 
where the bonds are physically located within state. 

Five states will tax the same bonds, where the bonds are 
physically located outside of taxing state. 

Twenty-nine states will tax municipal bonds (of taxing 
state), where the bond is physically located within taxing 
State. 

Thirteen states will tax the same bonds (registered or 
unregistered), where the bond is physically located outside 
of taxing state. 

Five states will tax same bonds, when registered, and the 
bond is physically outside of taxing state. 

Thirty states will tax mortgages on real estate within 
taxing state, and the mortgage bond is physically within tax- 
ing state. 

Eighteen states will tax same mortgages, where the mort- 
gage bond is physically outside of taxing state. 

Fifteen states will tax mortgages on property outside of 
taxing state, where the mortgage bond is physically located 
within taxing state.” 





Meaning of “Reasonable” Addition to 
Reserve for Bad Debts Is Defined 


RIOR to the Act of 1921, deduction could be 

made on account of bad debts only for such 
items as were definitely determined to be worthless. 
The Acts of 1921 and 1924 permit the maintenance 
of a reserve for bad debts and the deduction annu- 
ally of a reasonable amount as an addition to the 
reserve. Question frequently arises over what may 
be considered a reasonable addition. The Income 
Tax Unit, in conformity with previous rulings on 
the subject, has held’ that “what constitutes a rea- 
sonable addition to a reserve for bad debts must be 
determined in the light of facts and will vary as 
between classes of business and with conditions of 
business prosperity. Consideration should be given 
to any abnormal business conditions which may 
affect the collection of accounts and notes receivable 
of the taxpayer for the year.” 


15, R. 1441; ITI-52-1936 
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Separate Returns by Husband and Wife 
Give Increased Earned Income Credit 


NEW advantage in filing of separate returns by 

husband and wife in many cases has been given 
by the ruling of the Income Tax Unit" that if both 
husband and wife actually rendered personal service 
for which each received $10,000 or more and they 
file separate returns each may compute the earned 
income credit on $10,000. In the case of an indi- 
vidual the first $5,000 of the taxpayer’s net income is 
to be treated as earned income regardless of its 
character and if the entire net income is less than 
$5,000 the total amount is considered earned income. 
It is thus possible where separate returns are filed 
for a husband and wife to get a combined earned 
income credit on $10,000, whether or not that 
amount was actually earned, and to get a maximum 


combined earned income credit on $20,000 if actually 
earned. 





1J, T. 2126: IV-2-1957 


Change in Limitation of Period for Filing 
Claims for 1918 under New Law  - 


ECTION 281 (e) of the Revenue Act of 1924, 

provides that a taxpayer may file claim for 
credit, or refund for the year 1918 within four 
years' from the time the tax was paid, or on or be- 
fore April 1, 1925, where on or before June 15, 1924, 
he had filed a waiver of his right to have the taxes 
due for such taxable year determined and assessed 
within five years after the return was filed. 

The Income Tax Unit has announced?’ that as this 
section merely requires the filing of a waiver on or 
before June 15, 1924, the taxpayer has done every- 
thing required of him when he files the waiver 
within the prescribed time. An acceptance of the 
waiver by the Commissioner is, accordingly, not 
necessary for the purpose of bringing the case 
within the provisions of this section. 

The statute prescribes that in order to extend the 
time for filing claims for refund or credit for the 
taxable year 1918, waivers must have been filed on 
or before June 15, 1924. Since the latter date fell on 


Sunday, the last day for filing such waivers was 
Monday, June 16, 1924. 


1This was two years under Section 252 of the 1921 Act as revised. 
21. T. 2123: IV-1-1951. 


Returns Made on Cash Basis Must Include 
Certain Income Not Received 


V EN though income is reported on a cash basis, 
income need not be actually received in order 
to be taxable. Regulations provide that certain re- 
ceipts, known as constructive receipts, must be re- 
ported if “due and payable” and “available” to the 
taxpayer irrespective of whether or not they have 
actually come into possession of the taxpayer. 
Article 52 gives as examples of constructive re- 
ceipts the following: (1) Interest coupons which 
have matured and are payable but which have not 
been cashed; (2) dividends on corporate stock when 
unqualifiedly made subject to the demand of the 
stockholder ; (3) the distributive share of the profits 
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of a partnership whether or not distributed; (4) in- 
terest credited on savings bank deposits; (5) an 
amount credited to shareholders of a building and 
loan associatién when such credit passes without 
restriction to the shareholder. 


In a case’ involving tax liability under the Act of 
1917, the Solicitor of Internal Revenue held that 
where the assets of one corporation were transferred 
to another in consideration of the latter assuming 
the entire outstanding indebtedness of the former, 
such indebtedness being in excess of either the cost 
or the March 1, 1913, value of the assets transferred, 
a gain subject to tax was realized by the selling cor- 
poration. The consideration, though not in cash, 
was regarded as a constructive receipt. 


1§. R. 1226: IV-1-1952 


Significant Decisions of the United States 
Board of Tax Appeals 


P rae the Board of Tax Appeals is in fact in- 
dependent of the Bureau of Internal Revenue 
was reaffirmed by the decision given in the 

appeal of Gutterman Straus Company which was 
that if a taxpayer can prove to the Board that he is 
entitled to a deduction from gross income, the de- 
duction will be allowed even though it has never 
been claimed by the taxpayer at any hearing before 
the Commissioner: 

A proposed assessment of the 50 per cent addi- 
tion to the tax imposed by Section 275 of the Rev- 
enue Act of 1924 upon the ground that the taxpayer 
has filed a false and fraudulent return is subject to 
review of the Board. 

In accordance with the decision in the Appeal of 
Osterlein Machine Company, the Board asserted its 
jurisdiction to hear and determine appeals from de- 
ficiencies arising under the “special assessment” 
provisions of the Revenue Act of 1918. 

In the appeal of Leo. J. Goedlinger, in which the 
Commissioner’s method of computing gain or loss 
on purchases and sales of securities was overruled, 
no new principles were established. However, some 
important points on the tax law as it affects stock 
and bond transactions are illustrated. The Com- 
missioner had taken as the taxpayer’s net loss for 
the year, the debit balance on the stockbroker’s 
book through which the taxpayer had made all his 
transactions. The Board found that in doing this 
and not treating each transaction separately, the 
effect of a certain stock dividend on the cost of some 
of the stock sold had been overlooked. Dividends 
and Victory note interest had been treated like 
other credits, which was proper on the broker’s 
books, but which for income tax purposes should be 
handled separately for the reason that the income 
represented by them is subject to surtax but not to 
normal tax. 

The elimination of certain customary expenses 
in connection with the performance of a contract 
is not sufficient, without further evidence, to prove 
value in the contract which is subject to exhaustion, 
the Board decided in the Appeal of Cook China 
Company, “A deduction from gross income,” the 
opinion states, “based upon an alleged exhaustion 
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or depreciation of claimed capital values, can be 
allowed only when such capital values are capable 


of being definitely determined and expressed in 
terms of dollars.” 


The Board held in the appeal of the Utilities Serv- 
ice Company that a corporation formed to act under 
power of attorney or otherwise as factor, agent, or 
broker for other for the purposes of exchanging 
contracts of indemnity against various kinds of lia- 
bility on the reciprocal or inter-insurance plan is 
not, where capital was a material income-produc 
ing factor or where only approximately 56 per cent 
of its affairs, entitled to classification as a personal 
service corporation under the provisions of Section 
200 of the Revenue Act of 1918. 


In the appeal of C. S. Webb, Inc., a brokerage 
firm, issue was taken by the appellant with the final 
determination of the Commissioner disallowing 
losses claimed as deductible by the corporation. 
The president of the firm, in association with two 
other individuals, incurred a loss in a cotton future 
adventure, which was paid by the corporation. For 
business reasons the stockholders decided not to 
force collection from the president of the corpora- 
tion, who owned fifty per cent of the stock, or from 
his associates, who were customers of the broker- 
age firm. The Board sustained the Commissioner in 
disallowing the deduction by the corporation on the 
principle that unless usual and reasonable means 
have been used and exhausted in successful at 

(Continued on page 68) 
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Editorial Review 


Tax-exempt Bonds 


The selling of municipal bonds, following the 
published statement of a leading banker that he was 
convinced that the issue of tax-exempt bonds by the 
Federal Government, states and municipalities 
should be abolished, was a curious) event of the past 
month. Even if the opinion expressed was in fact 
an omen of restrictive legislation of the kind com- 
mended, the sale of municipal securities was not 
justifiable. There is no reasonable basis for fear 
that a law placing all bond issues on a tax parity 
will be retroactive. If a market anticipation of the 
abrogation of tax-exempt bonds is to be made, it 
would seem more logical to purchase such issues, 
for their value would be enhanced if the supply was 
limited. 

It is probable that in contemplation of another 
revision of the revenue laws interest will be re- 
vived in an amendment which will permit legisla- 
tion ending the further issue of tax-free securities. 

The fact that the issue of non-taxable securities 
has provided wealthy investors with a convenient 
means of largely avoiding tax liability, though a 
serious defect in the operation of our tax laws, is 
but one of the reasons which may be advanced in 
favor of a change of policy. 

An objectionable effect of major importance is 
that private industry has been placed at a disad- 
vantage in obtaining capital, not only because of 
the necessity of paying a higher interest rate, but 
as a result of increased cost of marketing securities. 
To whatever extent the interest of wealthy investors 
has been shifted to tax-exempt securities, it has been 
necessary for private industry to appeal for funds to 
the small investor, which calls for the issue of 
securities in small denominations and even their 


sale on a partial payment plan. Such methods of 


marketing securities, insofar as the large investor’s 
shift to tax-exempt securities has been responsible, 
obviously have added to the cost of obtaining capi- 
tal for productive industry. 

Even if the objections cited are disregarded, it 
is debatable whether the advantages of tax-exempt 
securities to the various governmental bodies by 
which they have been issued has been sufficient to 
compensate for the loss in taxes. Many tax students 
are convinced that in the long run more is lost in 
taxes than is gained from reduced interest cost. 
Certainly this is indisputable as far as the Federal 
Government is concerned. 

The loss to the states in revenue on account of 
tax-exempt securities must be more than a half bil- 
lion dollars annually. According to a recent state- 
ment by the Treasury Department, $16,056,000,000 
of wholly tax-exempt securities were estimated to be 
outstanding on November 30, last. These were 
divided as follows: States, counties, cities and 
other civic subdivisions, $12,305,000,000; territories 
and possessions, $120,000,000; United States Gov- 
ernment, $2,294,000,000; and Federal land banks, 
$1,441,000,000. Securities tax-exempt only in the 


state of issue and partially tax-exempt securities, if 
included, would increase the above total many 
billion dollars. 

It might be well worth while for those whose 
opposition to a constitutional amendment to abolish 
tax-free security issues is based on the doctrine of 
states’ rights, to consider if in this instance the sen- 
timentally cherished right is a right which on prac- 
tical grounds is worth preservation. 


The 1922 Income Tax Statistics 


The final statistics of income tax paid for the tax- 
able year 1922, have been issued by the Treasury 
Department. This report is an elaboration of the 
preliminary report previously issued, a synopsis of 
which was published in the August issue of this 
magazine. The final report embodies a more com- 
plete analysis of the tax data. , 

There were 6,787,481 individual income tax re- 
turns submitted in 1922, which yielded a total rev- 
enue of $861,057,308. The average tax rate on in- 
comes of $1,000,000 to $5,000,000 and over ranged 
from 34.34 per cent to 37.1 per cent. There were 
three individuals who reported incomes of $5,000,000 
or over. 

From 196 to 1921 the number of individuals re- 
porting incomes of $300,000 and over decreased from 
1,296 to 246. This development had by many been 
taken as proof that the higher surtaxes have been 
growing less productive every year. The opposing 
view has been that while there has unquestionably 
been a very considerable tendency to sidestep tax 
liability in all tax brackets, the chief cause of the 
reduced incomes subject to the higher tax rates has 
been that in the years following the World War 
there have been less opportunities for abnormal 
profit taking. The decrease in the higher taxable 
incomes, accordingly, was explained as attributable 
primarily to a change in economic conditions. 

The statistics for 1922 afford some interesting 
data for a check on these opposing views. Individ- 
uals reporting incomes of $300,000 and over rose 
from 246 in 1921 to 537 in 1922. Of the latter num- 
ber there must be eliminated for comparative pur- 
poses 165 individuals, who according to the Treas- 
ury Department’s analysis would not have reached 
the top income class had it not been for the.inclu- 
sion of capital gains, which in 1922 for the first time 
were at the option of the taxpayer subject to a flat 
rate of 12% per cent. But even after the above elim- 
ination, there were still 126 more individuals with 
incomes of $300,000 and over subject to both normal 
and surtax than there were in the previous year. 
The cases considered were all subject to the higher 
surtax rates and hence should represent the income 
range in which there is the greatest incentive to 
resort to means of tax avoidance. 

Another interesting analysis is presented showing 
the distribution by sources of income for the years 
1916 to 1922, inclusive, of the taxable income of 436 
individuals each of whom reported net incomes of 
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$300,000 and over in 1922. Prior to the year 1922, 
capital gains as now: distinguished by the statute 
were included in the income group classified as in- 
come from business, professions, farming and profits 
from sales of realty and personalty. Hence it is not 
possible to tell what portion of this income group 
was attributable to capital gains as now understood. 

There was a drop in income from these sources 
from $82,658,090 in 1916 to $36,266,963 in 1917 
when the high surtaxes were first levied. In the 
succeeding years the fluctuations vary much in har- 
mony with changes of business conditions. In 1922 
it is clear that the flat tax of 12% per cent greatly 
stimulated capital gain transactions as when in- 
cluded in the group as in previous years, the com- 
bined income was 162 per cent of the amount for 
1916, the highest previous year. Income from salaries 
and dividends co-ordinate very clearly with changes 
in business conditions. Interest on bonds, notes, 
etc., other than Federal issues show a smaller de- 
crease than one would naturally have expected. The 
variations in taxable interest income move con- 
spicuously in harmony with the ups and downs in 
business, but with a downward trend after 1918. 
Whereas in 1918 such income was 14.7 per cent of 
the total gross income, in 1919 though larger in 
amount than in any year since 1918, it constituted 
but 9 per cent of the total gross income. 

The data do not provide information as to the ex- 
tent to which holdings in fully tax-exempt securities 
increased. Income from interest on Federal issues 
not wholly exempt increased from $234,000 in 1917 
to $3,988,000 in 1919, and then decreased through 
1920 and 1921 to $1,939,612 in 1922. Though there 
was no difference in the tax rates in the years 1921 
and 1922, income from interest on taxable securi- 
ties increased from 1921 to 1922, while income from 
issues partially tax-free decreased. 

The conflicting economic and tax influences at 
work make interpretation of the statistics difficult 
so that differences of opinion are to be expected. 
At any rate it is difficult to determine that the analy- 
sis made by the Treasury Department warrants the 
unqualified conclusion drawn that the fluctuations in 
income acted inversely to tax rates. 





Foreign Partnership Returns Due at Same 
Time as Those of Domestic Partnerships 

ETURNS of partnerships, whether domestic or 

foreign, are due on or before the 15th day of 
the third ‘month following the close of the taxable 
year. With reference to the time for filing returns 
by partnerships under the new law, the Income Tax 
Unit has issued the above ruling with supple- 
mentary comment as follows: 


The first sentence of Section 227 (a) of the Revenue Act 
of 1924 provides that returns (except in the case of nonresi- 
dent aliens) shall be made on or before the 15th day of the 
third month following the close*of the fiscal year, or, if the 
return is made on the basis of the calendar year, then, on or 
before the 15th day of March. Since there is no provision of 
law under which the second sentence of Section 227 (a) re- 
lating to the time for filing returns of nonresident alien indi- 
viduals, may be extended to apply to foreign partnerships, it 
is evident that returns of partnerships, whether domestic or 
foreign, are due on or before the 15th day of the third month 
following the close of the taxable year. 
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Significant Decisions of the United States 
Board of Tax Appeals 


(Continued from page 65) 


tempts to collect amounts due it, a corporate tax- 
payer may not deduct such amounts from its taxable 
income. No consideration was given to the conten- 
tion of the taxpayer that the loss in question was 
uncollectible because it was sustained in a transac- 
tion alleged to be illegal under the laws of South 
Carolina. 


In the same case, the Board held that an amount 
distributed as dividends and later returned to the 
corporation by the stockholder may not be included 
in invested capital from the date of the payment 
of the dividend to the date of its repayment to the 
corporation. 


The Board of Tax Appeals has no jurisdiction 
in an appeal from the rejection after the passage of 
the Revenue Act of 1924 of a claim for the abate- 
ment of additional taxes assessed prior to June 2, 
1924, the date of the passage of the Act, it was held 
in the appeal of Reynolds & Reynolds Company. The 
assessment was made under the provisions of Sec- 
tion 250 (d) of the Act of 1921 and since the appeal 
was not an appeal from an assessment of tax 
proposed to be made after the Act of 1924 was ap- 
proved, the Board held that it had no jurisdiction 
in the case. 


Among the points at issue in the Appeal of the 
Munising Motor Company was one involving the 
valuation of the initial inventory for tax purposes 
by the corporation, which had acquired the assets 
of a predecessor partnership. The Board held that 
in such a case unless it proves a higher actual cash 
value, the corporation must use the closing inven- 
tory of the partnership in computing the cost of 
merchandise sold during the first taxable year of its 
operations. 


The legal distinction between a corporation and 
its stockholders cannot be disregarded, the Board 
held in the Appeal of John K. Greenwood, merely 
because the entire capital stock of a corporation is 
owned by one stockholder; and no part of the earn- 
ings or surplus of a corporation can accrue to its 
sole stockholder as such, other than by way of 
dividends. 
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A taxpayer who keeps his accounts on a cash re- 
ceipts and disbursements basis may not deduct from 
gross income, as for a bad debt, an item of accrued 
interest which he had not at any time previously 
treated as income or reported as taxable income. 
Decision in the Appeal of Charles A. Collin. 

In the Appeal of Atkins Lumber Company, Inc., 
the Board held that in the absence of any evidence 
whatever respecting the capital cost of natural re- 
sources acquired after March 1, 1923, the Board will 
not undertake to review the reasonableness of a de- 
pletion unit established by the Commissioner. 


In the Appeal of Brownsville & Matamoras 
Bridge Company, the taxpayer objected to the ap- 
plication of special assessment provisions of Section 
210 of the Revenue Act of 1917, which the Commis- 
sioner had applied on the ground that the Secretary 
of the Treasury was unable otherwise to determine 
the invested capital of the taxpayer. The Board of 
Tax Appeals found that while it was difficult to fix 
the values of the intangibles in this case, the tax- 
payer had established at least a prima facie case as 
to the values claimed by it. The method of determin- 
ing invested capital employed by the Commissioner 
was invalidated on the general principle that where 
the taxpayer is able to adduce proof of the value of 
its properties, tangible and intangible, for purposes 
of invested capital, the Commissioner is not author- 
ized to compute the tax, over the protest of the tax- 
payer, under the provisions of Section 210 of the 
Revenue Act of 1917. 

In computing invested capital a corporation is 
entitled to include in admissible assets such part of 
the capital invested in stock of different corpora- 
tions as the profit from the sales bear to the total 
income from all admissible assets. Decision in the 
Appeal of Securities Investing Fund, Inc. 


In the Appeal of the Midland Coal Company, it 
was held that a deduction for a bad debt deter- 
mined to be worthless and written off is not to be 
disallowed merely because the creditor thereafter 
advanced other money to the debtor. 


The fact that an assessment has been made by 
the Commissioner does not prevent, terminate or 
otherwise affect an appeal to the Board of Tax Ap- 
peals, regardless of whether an abatement claim has 
been filed. Decision in the Appeal of California 
Associated Raisin Company. 
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THE INCOME TAX ON STOCKS 


AND BONDS 





ORPORATIONS often issue to their stock- 
C holders various forms of subscription rights 

which may be readily sold in the market. No 
income is realized from the exercise of such a right, 
but a sale of the right may produce gain or loss. 
If the right is to subscribe to stock of a company 
other than the one issuing the right, or to purchase 
any securities other than the stock of the issuing 
company, it would appear that the entire proceeds 
of sales of such rights constitute taxable profits. 
Upon the exercise of such a right, the stock acquired 
is held to have cost the amount required to be paid 
for it, no matter how disproportionate its value at 
the time. 


Where the right is to subscribe to stock of the 
issuing company, whether at par or at more or less 
than par, the right is deemed to represent a portion 
of the cost of the original shares held, to be deter- 
mined as follows. If the right is exercised, the 
amount required to be paid is added to the previous 
cost and the total is divided over the total number 
of new shares, in equal parts if all are of the same 
character or preference or in proportion to relative 
value at time of issue if the new stock is materially 
different. For illustration, Albert Anderson exer- 
cised his right to subscribe at $50 per share for 40 
shares of new common stock without par value, 
issued by the Midvale Power Company in which 
he owned 10 shares of common stock having par 
value, for which he had paid $220 per share. The 


prevailing market prices at the time were $150 for - 


the old stock ex rights and $75 for the new stock 
when issued. Anderson’s investment, including 
$220 for each original share and $200 for the four 
new shares obtained through each old one, will 
therefore be divided up to represent a cost of $140 
per share for the old stock and $70 per share for the 
new stock. The gain from a sale of such rights 
will be computed by ascertaining cost in the same 
way and taking as the selling price the sum of the 
amount received and the required subscription pay- 
ment, as in the following illustration. Basil Brown 
also owned 10 shares of Midvale Power Co. stock, 
which he, however, had purchased for $160 per 
share. He sells his 40 rights to the new stock at 
the market price of $100 for each right or $25 per 
share. For tax purposes, the selling price is the 
sum of this amount and the $50 subscription price, 
or $75 per share. Cost is a proportionate part of the 
sum of the $160 invested and the $200 to be paid 
for four new shares. Since the present value of one 
old share is twice that of one new share, each new 
share represents one-sixth of the total cost, or $60. 
Brown’s profit is therefore $15 per share or $60 on 
each right sold, and his old stock which he retains 
represents a cost of $120 per share. 

There is an important limitation upon this rule. 
The regulations provide that the profit upon a sale 
of rights only shall in no case exceed the amount 
received. ‘Thus in the case of Charles Center, who 
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purchased 10 shares of Midvale Power Co. stock at 
$70 and sells his rights at $25 per share, his profit 
would be $30 per share or $120 on each right and 
the cost of his remaining stock would be increased 
to $90 under the general rule. Because of the limi- 
tation, however, he is not taxed upon any more than 
the $25 which he receives, and his original holdings 
continue to represent a cost of $70 per share for the 
determination of future profit or loss. 

These transactions are also subject to the rules 
stated above, in any case where it is not practicable 
to apportion the cost, because of differences in the 
class or character of the stock and absence of any 
ascertainable relative value, or where the stock with 
respect to which the rights were issued was acquired 
at different times and can not be identified. 


Effect of Non-Dividend Distribution on Cost 


In any case of distribution not taxable as a div- 
idend, the amount received should be treated as a 
return of cost or realization upon investment, to 
apply against and reduce the basis for ascertaining 
gain or loss upon subsequent sale or disposition of 
the stock. If the amounts so received exceed the 
cost of the stock, or its value as of March 1, 1913, 
the excess should in all cases be taxed as a profit, 
subject to both normal tax and surtax or to corpo- 
ration income tax. This rule is applied to all dis- 
tributions in excess of surplus profits accumulated 
after February 28, 1913, and not representing an 
increase in value of property accrued prior to March 
1, 1913. It therefore applies to distributions of an 
increase in the value of property accrued after Feb- 
ruary 28, 1913, and to distributions from deprecia- 
tion or depletion reserves based on cost or, by virtue 


‘of express statutory provision, based on discovery 


value. 

This rule also includes distributions made out of 
earnings or profits accumulated prior to March 
1, 1913, and distributions representing an increase 
in value of property accrued prior to March 1, 
1913, which are not taxable as dividends but 
“may be distributed exempt from tax after the 
earnings and profits accumulated after February 
28, 1913, have been distributed.” This supersedes 
the rule under the Act of 1921, under which such 
a distribution was held to reduce cost or basis 
for the determination of subsequent loss, but not 
for gain. 

Sale of a Gift 


A man inherits stocks or bonds in 1914 which 
are fairly worth $60,000 and are valued at that 
amount in the accounts of the probate court. In 
1923 the securities are sold at a clear gain of $10,- 
000 over all expenses. This gain is taxable, as it 
represent the income from property received as a 
gift and not a gift itself. Where property was ac- 
quired prior to January 1, 1921, by gift, or at any 
time by bequest, devise or inheritance (or by trans- 
fer or trust in contemplation of or intended to take 
effect in possession or enjoyment at or after death, 
or by the exercise of a similar power of appoint- 
ment), the taxable gain is the excess of the selling 
price over the fair market value when acquired, 
but not more than the excess over fair value as 
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of March 1, 1913, if previously acquired. The value 
of the property as appraised for the Federal estate 
tax or for a state inheritance tax will be presumed 
to be its fair market value when acquired by will 
or descent. Cost to the previous owner is not 
material in such a case. 

If, however, the property was acquired by gift 
after December 31, 1920 (not including acquisition 
by bequest, devise, or inheritance, or by transfer or 
trust in contemplation of or intended to take effect 
in possession or enjoyment at or after death, or ~ 
the exercise of a power of appointment by will « 
deed in contemplation of or intended to take effect 
at or after death), the basis for ascertaining gain 
derived or loss sustained from subsequent disposi- 
tion shall be the same as that which it would have 
been in the hands of the donor or the last preceding 
owner by whom it was not acquired by gift, namely 
cost to such prior owner (or value in 1913). If the 
Commissioner finds it impossible to ascertain the 
necessary facts, the basis shall be the value of the 
property as of the approximate date at which it was 
most probably acquired by the last preceding owner 
by whom it was not acquired by gift. 


Profits Earned or Accrued Prior to March 1, 1913 


If a dividend represents profits earned by the cor- 
poration prior to March 1, 1913, there is no tax, 
since profits then. on hand belonged in substance 
to the shareholders and might have been with- 
drawn by them without tax. There is likewise no 
tax upon a distribution representing an increase in 
the value of property accrued prior to March 1, 
1913, which would, of course, be an element of 
value of the stock as of March, 1, 1913. In this 
connection, “accrued” doubtless means merely “oc- 
curred.” But such dividends can be paid only after 
all subsequent profits have been distributed, as the 
law expressly provides that every distribution is 
made out of earnings or profits accumulated since 
February 28, 1913, if any remain undistributed, and 
a dividend can not be made nontaxable by deciar- 
ing that it is paid from the prior surplus or from a 
prior increase in the value of property, or by charg- 
ing it on the books against such surplus. The effect 
of such distribution upon cost is explained above; 
the exemption no longer extends to the profit result- 
ing from a return of more than cost. 

Losses sustained by the corporation after March 
1, 1913, may be applied against profits earned after 
that date and prior to the date of the loss, but not 
against profits subsequently earned. For example, 
profits earned in 1919 will remain undistributed in 
1921, even though the losses of 1917 and 1918 ex- 
haust all other profits earned after March 1, 1913, 
and a portion of the surplus acquired prior to that 
date. <A stock dividend is not a distribution of 
profits, which therefore remain available for cash 
dividends even after they have been nominally capi- 
talized by a stock dividend. Notwithstanding a 
stock dividend covering the entire surplus earned 
after March 1, 1913, a subsequent cash dividend will 
not be a distribution of prior earnings, but will be 
a taxable distribution of earnings after March 1, 
1913. A decision of very questionable soundness 
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and uncertain scope extends the above rules to a 
distribution made from dividends received out of 
the earnings or profits of another corporation accu- 
mulated prior to March 1, 1913. 


The 1924 Federal Tax Law—A Farmer’s 
Viewpoint 
(Continued from page 59) 

As a matter of fact, nothing has occurred in busi- 
ness that prevents the securing of adequate funds. 
The Monthly Review of the Federal Reserve Agent 
at New York on August 1, 1924, on page 3, says: 
“Both for the quarter and for the first six months 
of the year, however, the totals (securities) were 
substantially larger than for the corresponding 


periods of 1923 due to an increase in issues involving 
new capital.” 


What is needed is not additional facilities for 
securing new capital so much as an ever-growing 
and expanding power of consumption. 

The best and the direct way to aid consumption 
was by lowering the consumption taxes, but the 
“Mellon Plan” would have reduced the amount de- 
rived from income taxes by $291,000,000 and made 
impossible the lowering of the consumption taxes 
from lack of revenue. (See his letter of Novem- 
ber 10th.) 

When the 1922 Tariff Act was written, it was the 
consensus of opinion that not over $350,000,000 
ought to be taken out of the American people 
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through the tariff; we are getting $505,000,000, and 
here is where a large slice should have been cut off. 

Taxes should not be reduced to the point where 
the Government is left without a contingent fund 
and likely to run short of revenue. 


Effect of a Trust Made in Contemplation of 
Death on Federal Estate Tax Liability 


TRUST made two days previous to the execu- 

tion of a will and a year previous to the death 
of the testator from diseases which had afflicted 
him during the previous four years was held by the 
United States District Court of Maryland, in Safe 
Deposit and Trust Company of Baltimore v. Tait, to be 
a trust made in contemplation of death and the value 
of securities placed in trust should therefore be 
added to the decedent’s gross estate under Section 
402 (c) of the Revenue Act of 1918. 


Census Report Indicates Population Is In- 

creasing More Rapidly Than Wealth 

N THE ten-year period, 1912 to 1922, the nation’s 

estimated capital assets increased from 189,300 
million dollars to 320,800 million dollars, an apparent 
increase of 72 per cent. However, when adjust- 
ment is made for the decreased purchasing power 
of the dollar during the decade, the gain would be 
reduced to about 11 per cent. In the period from 
1910 to 1920, the population increased 14.9 per cent. 
Indications, therefore, are that the population is 
increasing more rapidly than material wealth. 
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A Number of Amendments 
to New Regulations Made 
by Treasury Department 


ARTICLE 522 of Regulations 65, 
which has application to Co-oper- 
ative Associations has been amended 
by adding the following provisions to 
paragraph (a): 

“The restriction placed on the own- 
ership of the capital stock of an exempt 
co-operative association shall not apply 
to temporary stock sold or issued solely 
for the purpose of providing necessary 
working capital or acquiring property 
which is required for the conduct of 
the association’s business, provided 
such stock is not entitled or permitted 
to participate directly or indirectly in 
the profits of the association, upon dis- 
solution or otherwise, beyond the regu- 
lar fixed dividends, and is issued with 
an express provision for its early re- 
demption or retirement with funds to 
be obtained, for example, by the sub- 
sequent sale of stock to actual pro- 
ducers, to the end that the producers 
may as speedily as possible become the 
sole owners of the capital stock. The 
issuance of such temporary stock to 
non-producers will not be grounds for 
denying exemption so long as the vot- 
ing control in the association is re- 
tained by shareholders who are actual 
producers.” 

An amendment to Article 305 of 
Regulations 305, amplifies the example 
in illustration of the credit allowed by 
subdivision (c) of Section 216 in case 
the status of a taxpayer changes dur- 
ing the taxable year. The general rule 
is that the personal exemption credit 
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shall be prorated according to the 
period during which the taxpayer oc- 
cupied each status. The example as 
amended, which shows the computa- 
tion involved, follows: 


“A, who had been single during the 
preceding months of 1924, married B 
on July 20 and lived with her during 
the balance of the year. If joint re- 
turn is made by A and B on a calendar 
year basis for 1924, the personal ex- 
emption will be $2,208.33 that is, 7/12 
of $1,000 for A while single, plus 7/12 
of $1,000 for B while single, plus 5/12 
of $2,500 for the period during which 
they were married. If separate re- 
turns are made by A and B on a calen- 
dar year basis for 1924, each may 
claim personal exemption of $1,104.16, 
that is, 7/12 of $1,000, plus 1/2 of 
5/12 of $2,500. In the latter case the 
joint exemption, or 5/12 of $2,500, may 
be taken by either A or B or divided 
between them. 


Paragraph (c) provides: 


“If an individual dies during the tax- 
able year, his executor or adminis- 
trator in making a return for him is en- 
titled to claim his full exemption ac- 
cording to his status at the time of his 
death. * * * If a husband or wife 


‘so dies the joint personal exemption 


may be used by the executor or admin- 
istrator in making a return for the de- 
cedent, and an undiminished personal 
exemption, according to the status of 
the survivor at the end of the taxable 
year, may be claimed in the survivor's 
return.” 


Article 40 of Regulations 65, in which 
is given the circumstances under which 


individual income tax returns are re- 
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quired, has been amended by the addi- 
tion of the following rule: 

“A husband and wife living together 
for a period which is less than the en- 
tire taxable year must make a return 
if their aggregate gross income for the 
taxable year is $5,000 or more, or their 
aggregate net income is equal to, or 
in excess of, the credits allowed them 
by Section 216 (f) 2.” See article 305. 

A more detailed statement of the 
fiduciaries who are required to make 
returns has been made by an amend- 
ment to Article 421, the amended Sec- 
tion of which now reads as follows: 

“Every fiduciary, or at least one of 
joint fiduciaries, must make a return 
of income (a) for the individual whose 
income is in his charge, if the gross 
income of such an individual is $5,000 
or over, or if the net income of such 
individual is $1,000 or over if single, 
or if such individual is married and was 
living with husband or wife for the en- 
tire taxable year and the aggregate 
gross income of both husband and wife 
is $5,000 or over or the aggregate net 
income of both husband and wife is 
$2,500 or over, of if such individual is 
married and was living with husband 
or wife for a period less than the en- 
tire taxable year and the aggregate 
gross income of both husband and wife 
is $5,000 or over, or the aggregate net 
income of both husband and wife is 
equal to, or in excess of, the credits 
allowed them by Section 216 (f) 2, or 
(b) for the estate or trust for which 
he acts if the net income of such estate 
or trust is $1,000 or over, or if the gross 
income of the estate or trust is $5,000 
or over, regardless of the amount of 
the net income, or if any beneficiary 
of such estate or trust is a nonresident 
atien. * = eo 

To Article 522, which describes the 
conditions under which returns must be 
made by a guardian of a minor, or a 
guardian or committee of an insane 
person, the following paragraph has 
been added: 

“For the purpose of determining the 
liability of a fiduciary to render a re- 
turn under the provisions of the pre- 
ceding paragraph in cases where the 
minor or the incompetent is married 
and was living with husband or wife 
during the entire taxable year, the ag- 
gregate gross income or the aggregate 
net income of both husband and wife 
must be taken into consideration. See 
Article 401. If the individual for whom 
the fiduciary is acting as guardian mar- 
ries during the taxable year, a return 
must be made if the aggregate gross in- 
some of both husband and wife is $5,000 
or over, or if the aggregate net income 
of both husband and wife is equal to, 
or in excess of, the credits allowed by 
Section 216 (f) 2. See Article 305.” 















Get 
This Instant Use 3% 
Send 10 twocent concerns use our 


forms to increase 
pty 4 Cha value of office 
tive cir- records and save 


lar of ti ak- 

our 33 Stationery incciucs 

stand- 

ard chart f 

ee Gen Bong Also full size samples of our 
BUSINESS CHARTING INSTITUTE 

Dept. 612—180 N. Wabash Ave. Chicago, Ill. 





Sans 


irn 
ose 
Oss 
000 
uch 
gle, 
was 
en- 
rate 
vife 
net 
> is 
1 is 
and 
en- 
zate 
wife 
net 
e is 
-dits 
, or 
hich 
state 
TOSS 
5,000 
it of 
‘iary 
dent 


; the 
st be 
ora 
sane 

has 


zy the 
a re- 
pre- 
> the 
irried 
wife 
e ag- 
egate 
wife 

See 


whom 


mar- 
eturn 
SS in- 
$5,000 





February, 1925 


Corporation Liquidations and Capital Gain 
(Continued from page 54) 


This construction was almost an accomplished 
fact under the Revenue Act of 1921. Encouraged 
by the silence of the act on the question of liquida- 
tion dividends, the Treasury Department held that 
the gain from such a payment was to be traced to 
its sources of distribution and taxed accordingly. 
I. T. 1543, C. B. II-1, page 17, and Mim. 3166, C. B. 
III-1, page 29. We are informed in this connection 
of an unpublished ruling which holds that Section 
206 providing for capital gain limitations does not 
apply to liquidating dividends under the -Revenue 
Act of 1921. This is clearly impossible on any 
theory. The transaction is identical under all Reve- 
nue Acts; if it is a sale or exchange under any.it is 
the same under all. 

To take a simple case, and to eliminate all ques- 
tions of March 1, 1913, values and of sources of 
distributon, suppose the following: 

A corporation is organized in 1914. The par value 
per share is $100, fully paid. In 1915 a stockholder 
pays $75 for a share. In 1922 the corporation 
liquidates, and pays our stockholder $125 upon 
the surrender of his share. There is a gain of 
$50. Apparently $25 comes from earnings or profits 
accumulated after March 1, 1913, and is taxed as a 
dividend under the 1921 Act. The remaining profit 
of $25 is taxable as ordinary gain on sale or ex- 
change of property. Assume the stockholder has 
held his share for more than two years, so that it 
comes within the meaning of “capital assets.” No 
doubt the distribution is a “sale or exchange” ; wit- 
ness its past history. The stockholder may happen 
to hold 1,000 such shares. Even on the Treasury 
Department’s theory, the $25,000 profit is taxable as 
“capital gain” under Section 206. Of course, the 
Treasury Department should go further and permit 
the entire $50 per share and not merely $25 to be 
taxable under the Section 206. The language of the 
1921 Act covers such transactions as clearly and 
emphatically as does that of the 1924 Act. 

How does the more common experience of loss 
at dissolution fare under the Revenue Act of 1924? 
Section 208 (c) restricts the benefit from this de- 
duction to 12% per cent of the capital net loss. 
This restriction expressly does not apply to corpo- 
ration stockholders for two reasons at least: (1) 
They are excluded from sharing in the capital net 
gain provision (Section 208 b) and it seems to make 
the section symmetrical to offer the same 
exception in the capital net loss provision; as a 
matter of fact, since the tax on corporations is the 
flat rate of 12% per cent, they suffer no loss from 
208b and gain by 208c. (2) Barring ultra vires 
transactions, against which there must always 
be a presumption, a corporation stockholder suffer- 
ing a loss at dissolution of a liquidating corporation 
might be able to deduct it under Section 234 (1) as 
a business expense or loss, regardless of capital net 
loss restrictions. 

As to individuals, the field is open for inference, 
since the regulations are silent. Sections 201 (c), 
202 and 203, all refer to loss as well as gain. Sec- 
tion 208 (c) provides for the capital net loss limi- 
tation and it seems reasonable that if a transaction 
comes within 208 for gain limitation purposes, it 
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should also be subject to the loss limitation provi- 
sions. Section 208 (b) for gains expressly stipu- 
lates “at the election of the taxpayer”; no such pro- 
vision appears in 208 (c) for losses. On the face of 
it, it seems likely that the Treasury Department will 
confine the deduction of such losses to the 12% per 
cent credit against the tax computed on the ordi- 
nary net income. Of course, an individual who has 
not held his stock for more than two years escapes 
the limitation. This makes the limitation very hard 
to enforce and the Treasury Department may have 
to hold itself ready to inquire into the regularity of 
stock transfers occurring immediately prior to loss 
liquidations. 


The possibilities of such transfers, of the defer- 
ring of liquidations so as to take capital losses in 
years when capital gains run high, and of other 
devices to escape the rigors of a disallowance of 
seven-eighths of realized loss, are beyond the scope 
of this discussion. 


The real task of construing and administering 
the Revenue Act of 1924 is still largely ahead of 
the Treasury Department, and it is therefore in a 
particularly favorable position now to make a much 
needed restatement of the tax status of distributions 
in liquidation. 


Depreciation Adjustment Upon Sale of 
Capital Assets Is Simplified 


N ADDITION to making the basis for determi- 

nation of loss upon the sale of property acquired 
prior to March 1, 1913, the same as that for the 
determination of gain, the Act of 1924 prescribes 
an important change in the method of adjustment 
for depreciation and depletion. 


Section 202 (b) provides that in computing the 
amount of gain or loss from the sale or other dispo- 
sition of property (a) proper adjustment shall be 
made for any expenditure properly chargeable to 
capital account, and (2) any item of loss, exhaustion, 
wear and tear, absolescence, amortization or deple- 
tion, previously allowed with respect to such 
property. 


_ Under the 1921 Act the rule is that adjustment 
is to be made for depreciation allowable. For prop- 
erty acquired prior to March 1, 1913, depreciation 
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on the basis of value as of that date is used for 
adjustment of the 1913 value, but such value as 
adjusted is then to be compared with cost, as 
adjusted for depreciation upon cost. 

The rule under the Revenue Act of 1924 is ad- 
vantageous to the taxpayer in two respects: It 
greatly simplifies the computation involved and in 
most instances will result in a lower taxable gain 
than under the previous method. 


New Rule for Determining When Corpora- 
tions are Affiliated for Tax Purposes 


NDER the Revenue Act of 1921 a consolidated 

return was permitted by affiliated corporations, 
and two or more corporations were deemed to be 
affiliated (1) where one corporation owns or con- 
trols substantially all of the stock of the other or 
others or (2) where substantially all of the stock 
of the affiliated corporations is owned or controlled 
by the same interests. 


The conditions determining affiliation under the 
Act of 1924 are that one corporation owns at least 
95 per cent of the voting stock of the other or others, 
or that at least 95 per cent of the voting stock of 
two or more corporations is owned by the same in- 
dividuals, partnerships, or corporations. The regu- 
lations further require that in such a case the per- 
centage owned by each stockholder must be sub- 
stantially the same in each of the corporations, In 
spite of affiliation, however, no consolidated return 
shall include the net income or invested capital of 
a foreign corporation, nor may an unincorporated 
business owned by an individual or partnership be 
included. A consolidated return may not be per- 
mitted under the present law in any case of com- 
mon ownership of a smaller percentage of stock, 
even though actual affiliation is found to exist. The 
prior law permitted this. 

Section 240 (d) of the new law provides as a 
modification of the general rule that “in any case of 
two or more related trades or businesses (whether 
incorporated or unincorporated and whether organ- 
ized in the United States or not) owned or con- 
trolled directly or indirectly by the same interests, 
the Commissioner may and at the request of the tax- 
payer shall, if necessary in order to make an accurate 
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terest and value they are willing to send the book on | in full in five days. Otherwise I'll return the book. 


approval without the deposit of a penny. Simply fill 
in and mail the coupon. Look the book over for five 
days. If for any reason you are not entirely satisfied, 


return the book at our expense. Otherwise send us 


$5, payment in full. You decide after examination if 
you want to buy. Could an offer be fairer? Please } 
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distribution or apportionment of gains, profits, in- 
come, deductions, or capital between or among such 
related trades or businesses, consolidate the accounts 
of such related trades or businesses.” The option 
given the taxpayer contained in the words italicized 
was not in the previous statutes. Under the 1921 
Act the requirement of a consolidated return under 
the conditions given was discretional only with the 
Commissioner. : 


Washington Tax Briefs 





As a result of discovery by the Senate Investigat- 
ing Committee of discrepancies in allowances for 
depletion made by the Bureau of Internal Revenue, 
there have been intimations from Washington that 
some important cases involving copper, oil, and 
coal companies will be reopened for possible re- 
adjustments. 


In the Senate debate preceding passage of the first 
deficiency bill for $159,000,000, of which $150,- 
000,000 is to be used for tax refunds, protests were 
voiced by Senators King and McKellar against the 
large amounts of refunds paid by the Government. 
Senator King said he realized that certain refunds 
were necessary because of misinterpretations of the 
law, but declared investigation by the Special Com- 
mittee, of which Senator Couzens is chairman, into 
administration of the income tax laws had revealed 
many and huge illegal repayments. 


Internal revenue receipts for the calendar year 
1924 disclose that the income and profits taxes pro- 
duced $1,803,367,666, which was a reduction of $23,- 
607,372 from the previous year. Customs receipts 


were $61,000,000 less than during the calendar year 
1923. 


A reduction of $935,434,706 was made in the pub- 
lic debt of the Federal Government in the year 1924. 


The new year was started with outstanding obliga- 
tions of $20,978,632,706. 
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Corporations Which Are Subject to a Puni- 
tive Tax Rate 
(Continued from page 57) 


subject to the surtax, and which corporations ac- 
cumulate a large part of their profits, investing in 
securities of other concerns. Suppose these two 
individuals purchase one-tenth of the capital stock 
of each one of these corporations. Suppose they are 
unknown to the officers of the corporations, all of 
the dealings being through local agents, in whose 
care all correspondence is sent. Suppose that after 
several years, the Government learns of these stock- 
holdings, perhaps through the death of the stock- 
holder and the inventorying of his stock in his 
estate. Then, under the statute, would each one of 
these innocent corporations, which had acted en- 
tirely without knowledge of the material facts, be 
subject to the additional tax for each of the years, 
the tax being laid not only on the accumulations but 
on the profits distributed? This would, in effect, 
penalize many innocent stockholders to as great an 
extent proportionately as the two rich individuals. 
(Continued on page 81) 
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Visible mpaces 


, \EN thousand records on a desk top— 


visualized. Every one of the ten thou- 

sand in arm’s reach and available in three 
seconds for posting or reference. All the ad- 
vantages of visibility combined with the advan- 
tages of loose-leaf equipment, are found in 
FLEX-SITE 


When applied to your records, this equipment 
opens up new advantages for profit. Reveals 
wasteful practices. Finds new channels for 
sales development, better processes—in ll, 
puts your records to work. 


These advantages are free because FLEX- 
SITE reduces the cost of keeping records 
sometimes as much as two-thirds. 


Learn more details of this equipment and its 


application to your business by sending for a : ie = 
FLEX-SITE Circular No. 282. a y= 







Visible Records Equipment Co., 
226 West Adams St., Chicago, Ill. 


Please send Circular No. 282. 
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Why? Because— 


When a customer or a client comes to them for advice 


or information—they cannot afford to guess. They 
must know. 


STORY-CASE BUSINESS LAW—Was compiled 
with the idea of simplifying the laws and court 
rulings for quick and practical use. It gives you 
the fundamentals of business from every angle, so 
that you can understand the legal phase of all prob- 
lems arising in your business or in that of your 
customer’s or client’s business. 


STORY-CASE BUSINESS LAW-—Is noted for its 
wonderful index. Every subject is cross-indexed 
under general commercial words, familiar to the 
business man, so that on a moment’s notice, he 
can render an opinion on any point in question. 
All technicalities having been eliminated. 


STORY-CASE BUSINESS LAW-—Is unique, in that 
it gives an illustrative case, so that the principle can 
be applied to an actual transaction. This is a feature 
that has met with the highest approval of the many 
thousands, now using the “Story-Case” service. 


LEGAL FORMS—No blank lines. Hundreds of 
forms that have been tested in the courts. The 
great feature about these forms is that, there are 
no blank lines to guess at. All forms are filled in 
with heavy black type. 


‘SENT ON © Free Examination 


To responsible men who send the coupon on their 
own letterhead, we will send the 7th volume of Story- 
Case Business Law on free examination. No money 
down—No C. O. D. Examine the volume thoroughly. 
See how clearly and simply it presents the points of 
law the business man should know. See how you 
can use it in your daily work; how it can save you 
many times its cost in keeping you posted. 

Then if you are not satisfied that you need Story- 
Case Business Law in your business, send the volume 
back at our expense—and you'll not be out one penny. 
If you see its value and want the complete set, send 
us your order and check for only $28.50 and we will 
ship the remainder of the set to you at once express 
prepaid. Send the coupon on your own letterhead on 
this no risk offer today. 





















The Commerce Clearing House 
“Story-Case” Dept., 231 S. LaSalle St., Chicago, Ill. 


ship me the remaining six volumes at once. 
































Over 20,000 


Bankers, Accountants and Lawyers 
Are Now Using 


Story-Case Business Law 


Send me the 7th volume of Story- Case Business Law on approval in 
accordance with your no risk offer. After 5 days’ examination if I am 
not satisfied I will return the volume and that will end the matter. If I 
decide to order the set, I will send you my check for $28.50 and you will 









ILLUSTRATIVE CASE 






Was Abbott Bound to Pay the Extra Wage? 


G. There Is No Consideration 
(1) In the Promise to Perform What One Is Bound to Do 
STORY-CASE 


Charles Abbott, a bridge builder, made a contract with Frank Bates, 
to build a bridge. Abbott agreed to complete the work within four 
months, and Bates agreed to pay him $5,000. At the end of one month, 
Abbott declared that he was about to discontinue the work, because he 
could not employ men at $4 a day, as he had planned. Bates was in 
haste to have the bridge completed, and, therefore, agreed in writin 
with Abbott to pay one-half the extra cost of the men if Abbott woul 
continue the work. With this understanding Abbott employed ten men 
at $6 a day and completed the bridge on time. Thereupon, Bates refused 
to pay Abbott anything above the $5,000 first agreed upon, on the ground 
that his second promise was not binding. Abbott brought suit to re- 
cover one-half the extra cost of the men, in accordance with the second 
contract. Will the action be sustained? 





RULING COURT CASE 

Lingenfelder vs. The Wainwright Brewing Company, Volume 
103 Missouri Reports, Page 578. 

Lingenfelder was employed by Wainwright to draw plans for and to 
superintend the construction of brewery buildings. He was to receive 
a commission of five per cent on the cost of the buildings, but not on 
the placing of any machinery. Wainwright awarded the contract for a 
refrigerator plant to be installed in one of the buildings to De La Vergne 
Ice Company. Now Lingenfelder was the president of, and interested in, 
a rival company engaged in the same line of business ; angry because 
his company had not been given the contract for the plant, he took 
away his plans, recalled his superintendent, and declare that he had 
abandoned the project. Wainwright was in haste to complete the brewery, 
but was unable to secure anyone to take Lingenfelder’s place without the 
loss of much time. Wainwright offered to allow Lingenfelder a five per 
cent commission on the cost of installing the refrigerator plant, if he 
would complete his contract. He agreed, and when the building was 
finished and he demanded his extra commission, it was refused by ain- 
wright. This suit was then brought by the executors of Lingenfelder for 
the extra commission. 

Mr. Justice Gantt delivered the opinion of the court: ‘The plaintiff 

was not entitled to recover because there was no consideration for the 
promise of the defendant to allow the architect the extra commission. 
The original contract here was not modified in any way; Lingenfelder 
romised to do for the extra five per cent just what he had already 
Coal himself to do by the original contract. He gave nothing new 
and promised nothing new. A promise to do what one is already bound 
to do is in law no consideration for the promise of the other party. 

“‘Lingenfelder was bound by his contract to design and superintend 
the erection of this building. Under the new promise he was not to do 
anything more or different. What benefit was to accrue to Wainwright? 
He was to receive the same service from Lingenfelder under the new 
contract that Lingenfelder was bound to tender under the original con- 
tract. What loss, trouble or inconvenience could result to Lingenfelder, 
that he had not already assumed? 

““*When a party merely does what he has already obligated himself to 
do, he cannot demand an additional compensation therefor, and although 
by taking advantage of the necessities of his adversary he obtains a 
promise for more, the law will regard it as nudum pactum, and will not 
fend its process to aid in the wrong. 

Judgment was given for the defendant, The Wainwright Brewing 
Company. 


RULING LAW 
Story-Case Answer 


A promise to do that which one is already bound to do, is not suffi- 
cient to support a counter promise. In the Story-Case, Bates received 
nothing more in return for his promise than he was entitled to receive, 
and Abbott has suffered nothing, for he was already bound to build the 
bridge. 

Of course, it is always possible for the parties to rescind or change 
their old agreement. If, in the above case, Bates. had informed Abbott 
that he wished his bridge finished a month earlier than the contract 
stipulated, and was willing to pay one-half the extra cost of the men, 
if Abbott would double his force, and Abbott acted in reliance on this 
offer, obviously there is a new mutual consideration for a new agree- 
ment. As the case stands, however, Abbott did not promise to add any- 
thing new in exchange for the promise of Bates; hence, there is no 
consideration coming from Abbott and he cannot recover. 
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(Continued from page 78) 

With the possible exception as to evidence in the 
case of holding and investment companies, the regu- 
lations appear to be eminently fair. Grave ques- 
tions have arisen whether the words used in the 
statute may be construed so as to carry out the 
probable intention of Congress. As in the case of 
all other laws, the section will probably be changed 
and improved by amendments. Possibly the dif- 
ference between a corporation and its stockholders 
has been considered to be like that between a terra- 
pin and a seraphim, as explained by a colored 
preacher. When asked by one of the brethren to 
explain this difference, he replied: “I am glad the 
brother has asked this question. You see, it is just 
this way. There was a difference between ’em, but 
they’ve made it up.” 


Michigan “Bus Tax” Is Found Invalid by 
the United States Supreme Court 


HE Michigan law regulating common carriers 

by motor vehicles over the public highways of 
the state and imposing a tax for the privilege, which 
was attacked in a suit brought by the Duke Cartage 
Co., transporting freight between Michigan and 
Ohio, was held invalid by Supreme Court so far as 
it relates to private carriers. 

Review was denied by Supreme Court in a suit 
over the $30,000,000 estate of the late Helen C. 
Bostwick, which involved the question whether the 
Federal estate tax was collectible from the general 
estate held by a trustee when that estate was 
charged with a trust fund, or whether the trust fund 
should pay its own Federal estate tax. 


BUSINESS BOOK REVIEWS 


Income Tax Procedure—1925, by Robert H. Montgomery, 
C. P. A. 1898 pp. The Ronald Press Company, New 
York. 

This volume, one of a series of annual income tax man- 
uals, is a tax aid of high merit. A desirable characteristic 
is that the commentaries combine the view point of both 
the lawyer and accountant. The material is well arranged 
and embodies much valuable constructive criticism of the 
statutes and their interpretation as represented by rulings 
and decisions, though at times the author is more hesitant 
than could be desired. 

The many points of difference between the new and the 
old law are given careful consideration. The volume very 
comprehensively interprets the law and official decisions as 
far as available at the time of publication. Though this 
manual obviously cannot displace a tax service which pro- 
vides the text and application of the current rulings of the 
Treasury Department, the decisions of the Board of Tax 
Appeals and the courts, yet as a supplementary reference 
book it provides an addition to a tax library well worth 
its cost. 

Wills, Estates and Trusts, by Conyngton, Knapp and Pin- 
erton, 825 pp., The Ronald Press Company, New York. 
Perhaps the most significant feature of this book is the 

variety of topics which it touches upon. An executor or 

trustee will get an insight into his many problems and 
duties in the management and conservation of his trust. 

As indicated by the title, the scope of the work is very broad 

and there is a great deal that is valuable, particularly to 

the man who is not technically trained in the law or in 
estate accounting. The book discusses in a practical man- 
ner the making of a will or trust, the law of intestacy, and 
probate practice, the duties of executor and trustee, estate 
accounting with forms of accounts, and the subject of in- 
heritance taxes. There is a table of cases cited and an index. 
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Introducing — 
A. Suggestion Department 


Today houses of responsibility prepare 
their stationery to proclaim that 
responsibility—and to reflect a 
prestige worthy of remembrance. 


hanso has inaugurated a “Suggestion 
Department”—a helpful depart- 
ment which can show you a new 
way to get the most out of your 
stationery. 


Already Transo’s newest ideas are being 
adapted by the largest firms in 
the country. 













For the firm that is proud of its ac- 
complishments there is a new, 
simple and sure way to effect- 

ively use its mailing materal. 





or the proper party in your or- 
ganization, should know of the 
efficiency and true economy of 
the TRANSO MAILING SYS- 
TEM. 







TRUE ECONOMY 


in stationery is possible only when the completed 
job is everything you expect and serves to create 
a favorable impression of you and your business. 






MAILING SYSTEMS 


hase Envelopes and Standard 
Mailing Forms 





Send the Coupon Below—NOW ! 







A. ~~ ny Department, 

c/o Transo Envelope Co., 

3400 No. Kimball Ave., 
Chicago, Ill. 


We would like the FREE services of your Suggestion Depart- 
ment. 
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Cooley on Taxation 


By THOMAS M. COOLEY, LL. D. 
FOURTH EDITION (1924) 


By CLARK A. NICHOLS 


Author of Nichols’ New York Practice and Contributor to Fletcher’s Cyclopedia of Corporations, McQuillin’s Municipal Co: porations, Etc. 


OOLEY has been quoted by the courts more than all other books on taxation 
combined —the standard authority on taxation since 1876. Cooley first laid 
down many of the rules of taxation now adopted by the courts and has had a greater 


influence on decisions of the courts than any other writer. No statement of the law 
of taxation laid down by Judge Cooley, whether based on decisions of the courts or 
merely his views, has been criticised or dissented from by the courts in all the years 


since the first edition in 1876. 


4 Large Volumes $40.00---NOW READY 


The Ultimate Source of Authority on the Law of Taxation 


“The great text book, whose page was sought to buttress argument, is always, in matters of this import, somewhat 


in the nature of a court of last resort.” — Mr. J 


os. Inhabitants of Lubec, 121 Me. 121, 115 Au. 896. 


198 Broadway, New York 
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By JOHN H. SEARS, of the New York City Bar 
Author Sears ‘‘ Trust Estates,’ ‘‘ Trust Company Law,” Etc. 


HE purpose of this book is FIRST, to point out funda- 

mental differences between methods of avoiding or reduc- 

ing taxes which may safely be regarded as effective and 
lawful, as distinguished from forbidden evasion, and SECOND, 
to furnish synopses of all tax systems, State and Federal, show- 
ing requirements for Assessments, Returns, Rates, Exemp- 
tions, Deductions, Collections, Penalties, etc. 


Mr. John H. Sears, author of Sears“ Trust Estates,” “Trust 
Company Law,” etc., has given legal advice on tax problems 
for years. His great accumulation of legal information on this 

topic is now offered the profession in practical 


—-——-—+ form, fully annotated. 


Large business concerns find it profitable to 


Plence saad, pospald, “Geass on Mlatnising l employ legal tax experts to put into effect tax 


Taxes,’’ Buckram, for which I enclose $3.00. 


saving methods, which, like devices for reducing 
| insurance premiums, put money in the bank. It 


sical = | is equally profitable for every tax-payer, and is 


now made possible through the use of Sears on 


saneunemmenenmeneeen | MINIMIZING TAXES. 
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